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ISSUES REGARDING EXTRAORDINARY 
GROWTH IN CERTAIN MEDICARE COSTS 


MONDAY, FEBRUARY 6, 1995 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Health, 

Washington, D.C. 

The subcommittee met, pursuant to call, at 10:05 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Thomas (chair- 
man of the subcommittee) presiding. 

[The press releases announcing the hearings follow:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON HEALTH 

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943 

January 30, 1995 

HL-3 


THOMAS ANNOUNCES THREE HEARINGS ON MEDICARE ISSUES 
-Focus on Controlling Costs and Improving Care- 


Congressman Bill Tliomas (R-CA). Chairman of the Subcommittee on Health 
of the Committee on Ways and Means, today announced that the Subcommittee next 
week will hold three hearings on Medicare related issues. 

The hearings will examine issues related to controlling growth in Medicare 
costs; income-relating Medicare Part B premiums; and improving care through 
Medicare reform and innovaiion. 

The first bearing on issues regarding the growth in certain Medicare costs 
will be held Mooday^ February 6, 1995, at 10:00 a.m. The second hearing on 
Medicare part B premiums will be held on Tuesday, February 7, at 2:00 p.m. 

The third hearing on Medicare reform and innovation will be held on Friday, 
February 10, at 10:00 a.m. All three hearings will be held in the main 
Committee bearing room, 1100 Longworth House Office Building. 

Invited witnesses will include representatives from the Administration. 

Physician Payment Review Commission. Prospective Payment Assessment 
Commission. General Accounting Office, a variety of health expens, and other 
interested parties. However, any individual or organization not scheduled for an oral 
appearance may submit a written statement for consideration by the Committee and for 
inclusion in the printed record of the hearing. 

BACKGROUND: 


Several areas of the Medicare program have grown at alarming rates over the 
last several years and may represent significant fraud and abuse. These areas include 
spending for post-acute services furnished by skilled nursing facilities, home health 
agencies, and rehabilitation and long-term care hospitals. For example, real average 
growth rales per enrollee for nursing home care have risen 39.3 percent from 1991 to 
1993. Similarly, home health services per enrollee have grown at 31.1 percent over 
the same period. 

The Medicare Pan B Supplementary Medical Insurance (SMI) Trust Fund 
finances primarily physician and outpatient services. The Part B trust fund is financed 
by premium payments from cruollces and by general revenues from the U S. Treasury. 
SMI is voluntary and all individuals electing the program receive a 75 percent 
premium subsidy regardless of their income. 

Medicare is currently engaged in some innovative programs providing 
beneficiaries access to managed care. These include Risk Contracts, Medicare Select, 
Cost Contracts. Health Care Prepayment Plans. Group Prepayment Plans, and Social 
Health Maintenance Organizations. Enrollment of Medicare beneficiaries in these 
managed-care alternatives has lagged far behind enrollment in the private sector. 
Several features of these programs act as impediments which discourage some plans 
from participating and deter beneficiaries from enrolling. 
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In announcing the hearing, Chairman Thomas said; "There are many 
successful, private-sector programs that can serve as models for improving the 
Medicare system. This series of hearings will explore several of these programs. As 
we lay the foundation for the work the Subcommittee will engage in over the next 
several months, we will examine how we can provide quality services while slowing 
the rale of growth in medicare spending." 

FOCUS OF THE HEARING; 


The first hearing will focus on areas of alarming cost growth for the Medicare 
program, with an emphasis on underlying causes and recommendations to address 
these growth rates. The second hearing will review issues related to fairness under the 
Part B premium. The third hearing vrtll review existing Medicare managed-care 
programs, focusing on their effectiveness, beneficiary satisfaction with the programs, 
impediments to broader utilization of the programs, and ways in which the program 
can incorporate some of the more promising private sector innovations. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS : 

Any person or organization wishing to submit a written statement for the 
printed record of the hearing should submit at least six (6) copies of their statement by 
the close of business, Friday, February 17, 1995, to Phillip D. Moseley, Chief of Staff, 
Committee on Ways and Means, U.S. House of Representatives, 1 102 Longworth 
House Office Building. Washington, D.C. 20515. If those filing written statements 
distributed to the press and interested public at the hearing, they may deliver 200 
additional copies for this purpose to the Subcommittee on Health office, room 1 1 36 
Longworth House Office Building, at least one hour before the hearing begins. 


FORMATTING REQUIREMENTS : 


Back Miuatu prasutad for ptlaOng U lh« CanmlUM tf a aay witnn ■taiaaai v eUUblt nbmliiwl tor itaa 

pnaud nedtd dr uy mciaa canaaaci ta raapoaaa to a nqaMt for wrtaaa casBuiia *011 caafan} U Ota (aldaUBat Itaiad 
balBN. Aay italaaaal or aZUMt ag( ta canpUaaea wItt tbMa luldtUata *U 1 ba pitatad. bat artU ba nalaulaad la ttat 
CoBBiltua oiaa for rrrtsv mad aao by no Cmiituo 

1. AU naUBaati aad uy aeeonaaaytac oiUblta (or prUOaf sut bo typod la Uapo ipari «■ tofaillM papor aad may ao( 
eiaaod a wal af 10 pigoa 
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NOTICE - CHANGE IN LOCATION 




ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON HEALTH 

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943 

February’ 6, 1995 
No. HL-3-Revised 


THOMAS ANNOUNCES CHANGE IN LOCATION FOR 
HEALTH SUBCOMMITTEE HEARING ON FRIDAY 
ON MEDICARE REFORM AND INNOVATION 


Congressman Bill Thomas (R-CA). Chairman of the Subcommittee on 
Flealth of the Committee on Ways and Means, today announced that the 
Subcommittee hearing on Medicare Reform and Innovation which was originally 
scheduled for Friday, February 10, 1995, at 10:00 a.m. in the main Committee 
hearing room, 1 100 Longworth House Office Building, will be held instead in 
Room B-318 Rayburn House OfTice Building. 

All other details for the hearing remain the same. (See Health Subcommittee 
press release No. HL-3, dated January 30. 1995.) 
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Chairman Thomas. The subcommittee will come to order. 

Today, the Ways and Means Health Subcommittee begins a se- 
ries of three hearings on Medicare policy, which will continue on 
Tuesday and conclude on Friday. In this morning's hearing, we will 
examine Medicare benefits, growth in Medicare costs and other 
areas of provider public policy which may require assignment. 

The second hearing on Tuesday, the 7th, will focus on the issue 
of income relating to Medicare part B premiums. 

The third hearing on Friday, February 10, will concentrate on 
the potential of managed care for Medicare beneficiaries. 

These hearings reflect the manner in microcosm, in essence 
which the Health Subcommittee will approach Medicare policy- 
making in the 104th Congress. We should continue the work of re- 
forming the current system, but we must also now look to the fu- 
ture to transforming Medicare in order to bring it into the nineties 
and prepare for the next century. 

First, as we will do in this hearing, we should closely examine 
the current fee-for-service side of Medicare. Where there are 
changes in law that can be made in the context of the current bene- 
fit and payment structure to curb costs and inappropriate uses of 
services, we should obviously take those steps. We have a respon- 
sibility to assure the beneficiaries and the taxpayers that a fee-for- 
service Medicare payment policy is designed with clear incentives 
to promote quality and cost-effective care at the best price that can 
be obtained. 

Then, on Tuesday, we will examine the financing of Medicare 
part B, which, as you know, is funded by beneficiary premiums and 
the Nation’s general fund. This hearing on income relating to part 
B will answer two simple questions: Should the taxpayers who now 
pay for almost 75 percent of the Medicare cost part B benefits sub- 
sidize Americans who can well afford to pay more of that cost? And 
if the Congress should income relate part B premiums, what are 
the design issues raised by such a change in the law? 

Under today’s program, if Donald Trump reaches 65, he will re- 
ceive the same 75-percent subsidy as other Americans under part 
B, whether they live from Social Security check to Social Security 
check or on top of the tower. This fact cannot be justified to the 
average taxpayer. So we should examine income relating part B of 
Medicare. 

This reform should be considered as the subcommittee discusses 
other incremental revisions of Medicare policy that will increase 
the financial integrity of the program without undermining its 
promise of protection for senior citizens. 

However, incremental change in payment policy or financing, as 
we know, is not sufficient to maintain the promise of Medicare. We 
need to assure all Americans that they will have health care when 
they get older. 

Fortunately, it is not written in stone that the structure of the 
Medicare program has to remain the same for all time. 'The fact is, 
in contrast to health insurance coverage in the private sector, 
which has evolved in recent years to meet the needs of customers 
concerned about both the cost of care as well as its quality, Medi- 
care continues to operate basically under midsixties rules. 
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Of course, the Congress has refined the Medicare payment policy 
in ways that have had some beneficial effects. But the program re- 
mains fundamentally a fee-for-service health plan with incentives 
that increase volume and with little or no assurance that care will 
be cost-effective or high quality. 

And that is why the third hearing on Friday in this series is so 
important. It will begin to address the issue which reflects the pri- 
ority question for this subcommittee in 1995. How do we transform 
Medicare to improve it for the beneficiaries while making the pro- 
CTam relevant to this decade and beyond? So Friday’s hearing will 
focus on managed care in Medicare, both the use of health mainte- 
nance organizations and Medicare Select. 

But this is only the start. We will begin a complete exploration 
of the models that the private sector may have to offer as examples 
for Medicare reform. The tinkering with Medicare payment policy 
over the last decade and a half was done in good faith. Neverthe- 
less, we must now move on to ask more fundamental questions 
about the structure of Medicare if it is to survive. 

It is our responsibility, this subcommittee, to make Medicare all 
it can be. However, to enable Medicare to continue into the 21st 
century, we must begin to reform it now. Otherwise, the structure 
that is in place will lead to bankruptcy of the system, and future 
Congresses will not be able to keep the promise of health care 
made to this Nation’s elderly or will have to do so in such a drastic 
way in a short time that the popular support for Medicare may be 
greatly undermined. 

Ancl, with that, I will yield to the ranking member. 

Mr. Stark. Thank you, Mr. Chairman. 

These are indeed significant hearings, the stated purpose of 
which I thought was to identify areas of growth in the Medicare 
program that may represent significant fraud and abuse. And I 
conCTatulate the Chair on focusing on this, and we are ready to 
lend a hand. 

In March 1993, I introduced the National Health Care Anti- 
Fraud and Abuse Act to combat health care fraud in the entire 
American health system. Mr. Gingrich forbade the Republican com- 
mittee members from supporting those efforts, but I again encour- 
age the members of the Republican Party to again seriously con- 
sider these initiatives. 

I will provide you, Mr. Chairman, with an additional list of anti- 
fraud and abuse items that I hope will prove useful. 

We could adjust the figure with which we reimburse Medicare 
HMOs. We know that the 1995 percent rate is somewhere between 
6 and 28 percent too high. Hospital-owned DME and home health 
services I think bear close scrutiny. And we can show that banning 
hospital referrals to home health agencies that they own might be 
a productive way to save money. 

There is physician office abuse and other services we might look 
at. And there is a lot of waste in the transportation service that 
we might look at. 

We must, to combat fraud and abuse, be willing to invest in its 
enforcement. Over the past year, the Inspector General reports in- 
creased complaints of fraud and abuse in the neighborhood of 30 
percent. Last year we passed legislation that would have expanded 
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the resources available to the Inspector General by establishing a 
fund dedicated to increased antifraud efforts and the fund to be re- 
plenished with the dollars secured from successful health care 
fraud enforcement. If we are serious about stopping fraud, we must 
be willing to make this kind of investment. 

I would like to talk about what we should not do in the area of 
health care fraud and abuse. 

I don’t think we should kid ourselves that even complete elimi- 
nation of fraud in the Medicare program will achieve the drastic 
cuts that some in the majority are calling for. In fact, the Office 
of Inspector General, and the GAO, both concluded that Medicare, 
while not immune from thieves and scalawags, is several steps 
ahead of private insurers in preventing fraud. 

I certainly hope it is not the intention of the Chair to use the 
label of fraud and abuse to describe efforts to chop away at Medi- 
care — a tremendously successful program that provides health se- 
curity to 99 percent of our over-65 population. 

The Democratic members of this committee will oppose all 
changes to Medicare that do not strengthen the program directly 
or remedy defects in the broader health care system. 

It is apparent that there is newfound interest in making con- 
tracts with the American people. But for 30 years, we have been 
working to uphold a true contract with America — that is Medicare. 
We have not and will not agree to breaking the Medicare contract 
of health care security to our Nation’s disamed and elderly in order 
to finance today’s Republican tax cuts for the wealthiest. 

The Republican Contract calls for taking $48 billion out of the 
Medicare Hospital Insurance Trust Fund in order to pay for tax 
cuts to the wealthiest 15 percent of the seniors. I believe that is 
wrong. If we wish to combat fraud against the Medicare program 
and the American people, that proposal should be removed now. 

The last comment is that, as we speak, the room is full of lobby- 
ists who would like to increase the abusive practices by repealing 
one of the strongest propatient, antifraud laws. 

In 1989, under George Bush and with the active participation of 
Harry and Louise, who now serve the industry and the majority of 
this committee. Congress prohibited physicians from referring pa- 
tients to clinical labs. But unfortunately, it got dubbed the Stark 
law; and it was, in fact, the Bush law. 

Studies show that patients of referring physicians who own or in- 
vest in clinical labs receive 34 percent more unnecessary testing 
from those clinical labs than when no ownership interest exists. In 
1993, patients were further protected through an expansion of the 
list of designated services. 

If we are serious, Mr. Chairman, about protecting patients and 
the integrity of the Medicare program from fraud, we will not ac- 
quiesce to those who are begging us to repeal the antireferral laws. 

Thank you. 

Chairman Thomas. Any other members may submit comments 
so we may begin this committee hearing. 

[No statements were submitted.] 

Chairman Thomas. We have before us Dr. Eisenberg, who is the 
Chairman of the Physician Payment Review Commission; Dr. Stu- 
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art Altman, who is the Chairman of the Prospective Payment As- 
sessment Commission, and has been since its inception. 

We ordinarily would tell you your written statement would be 
made a part of the record and that you have 5 minutes to proceed 
as you may see fit. Given the positions that you have and the infor- 
mation that you are going to provide in terms of historical 
overviews of the existing Medicare payment mechanisms, problems 
arising from these mechanisms and recommendations for address- 
ing these problems, we might be a bit more lenient on the time. 

Dr. Eisenberg, if you would like to begin. 

STATEMENT OF JOHN M. EISENBERG, M.D., CHAIRMAN, 

PHYSICIAN PAYMENT REVIEW COMMISSION; ACCOMPANIED 

BY LAUREN LEROY, ACTING DIRECTOR 

Dr. Eisenberg. Thank you, Mr. Chairman, members of the com- 
mittee. 

I am pleased to represent the Physician Payment Review Com- 
mission today with the committee to discuss growth in Medicare 
expenditures for physicians’ services and its causes; and I am ac- 
companied by Lauren LeRoy, who is the Acting Director of the 
Commission. 

As Chair of the Physician Payment Review Commission, I will 
focus on the issues relating to physician payment as they contrib- 
ute to the increase in Medicare costs, and I will divide my com- 
ments up into two parts. First, I will talk about mechanisms that 
can be used to reduce future spending; and, second, options for leg- 
islative changes that are going to be needed to put those mecha- 
nisms in place. 

First, we ought to ask the question what kind of growth in ex- 
penditures are we talking about today? 

Between 1992 and 1993, Medicare growth was 11.5 percent. That 
was CTeater than the 8.6-percent growth that we saw in the private 
health insurance market. And if we focus on physician services, we 
can see that between 1986 and 1991 the annual rate of growth was 
10.5 percent for physician services. But then between 1991 and 
1993, that rate of increase in physician services expenditures 
dropped. It dropped to 3.8 percent. But even at that reduced rate 
the rate of increase in physician expenditures was greater than 
that of gross domestic product per capita. 

From the preliminary data that we have, the Physician Payment 
Review Commission has suggested that the growth rate in 1994 
and in 1995 will likely be higher than the 3.8 percent that we have 
experienced between 1991 and 1993. So the problem seems to have 
abated some. We are not sure at this point, whether that abate- 
ment is temporary. 

Why did we experience the growth in Medicare physician expend- 
itures in the first place? The population of Medicare beneficiaries 
has increased, and that is one of the reasons. About 1.5 to 2 per- 
cent of the increase in physician services expenditures has been 
due to that factor, the increase in the number of the beneficiaries 
each year. 

Second, there has been an increase in the volume of services. 
That is the most important factor today. Between 1988 and 1992, 
a period of time when there was a 7.7-percent increase in physician 
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expenditures, the volume increase accounted for 6 percent of that 
7.7 percent. 

The increase in the number of beneficiaries, as I said, was about 
1.5 to 2 percent. The apng of the population accounted for only 0.1 
percent, and the remainder was due to increases in prices, a very 
small increase during that period of time. 

Much of the reason for that is because the focus of the Congress 
during the past few years has been on fees and limiting the fees 
in the Medicare system for physicians. Through the Omnibus 
Budget Reconciliation Act of 1989, Medicare fees were adjusted to 
address many of the problems that contributed to that rate of in- 
crease during the preceding years. 

And, like any other prudent purchaser, Medicare decided that it 
would not accept the historical charges that physicians were ren- 
dering. That it, like any other prudent purchaser, like a health 
maintenance organization, would establish fees that were based on 
what both it could afford and on what seemed to be able to provide 
reasonable access to high-quality care for beneficiaries. 

The PPRC has worked with the Congress and will continue to 
work with the Congress to improve the way in which this fee 
schedule has made Medicare a more prudent purchaser. But our 
preliminary data suggests that the Medicare payment level today 
is about 70 percent of the pa 3 Tnent level that exists in the private 
sector. Therefore, we believe that the focus in the future should not 
be so much on the fees but rather on the volume of services that 
is provided by physicians in the Medicare system. 

And Medicare’s primary control of the volume of services pro- 
vided is in the Medicare volume performance standard, which was 
also enacted in the Omnibus Budget Reconciliation Act of 1989. 

Now, this MVPS, Medicare volume performance standard, gives 
the Congress two tools. One, is it gives it a tool for budgeting. Two, 
it mves the Confess a tool that offers the physician community a 
collective incentive to try to reduce the number of inappropriate or 
unnecessary services that are provided. 

So this MVPS, this volume performance standard, gives the phy- 
sician community a target rate of growth that is set by Congress 
yearly after consultation with our Commission and with the Sec- 
retary of Health and Human Services. 

The key here is this; That the volume performance standard is 
established and payment levels are adjusted up or down depending 
on whether aggregate expenditures by the physician community 
achieve that goal. It is a method that is similar to that which is 
used by some managed care organizations which offer physicians 
an incentive to meet a certain target or they do not receive the full 
price that they were expecting. 

So, in essence, this MVPS, the Medicare volume performance 
standard, is seen by many people as sort of a bargain between the 
Congress or the Health Care Financing Administration and the 
physician community. The bargain is we will pay you higher fees 
if you can keep your volume increases down. But if the volume in- 
crease goes up, you are going to get a lower fee. 

Now, the facts of the past 2 years with the decrease in the rate 
of increase in physician expenditures makes it seem as if the VPS 
mechanism has worked reasonably well. And, in fact, the VPS 
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mechanism has been tied with this resource-based relative value 
scale which was also introduced in 1989, and the combination 
seems to have helped to reduce the rate of increase, at least in the 
past 2 years. 

In fact, the resource-based relative value scale seems to have 
been picked up by the private sector, including about one-third of 
managed care organizations. A large number of States for their 
Medicaid plans have picked up the concept, using the resource- 
based relative value scale as they move to new ways of paying phy- 
sicians. 

But there are still very serious problems in holding down the 
rate of increase in volume. Let me just emphasize again, that is 
where the focus has to be. 

One of the problems with the Medicare volume performance 
standard is that there are currently three different updates with 
what we believe to be a flawed methodology for calculating what 
those updates ought to be. That has led over the past 5 years — or 
5 years of updates — 1992, 1993, 1994, 1995 — to a cumulative 18.37- 
percent increase in fees offered to physicians overall but large dif- 
ferences among groups of services rendered by those physicians. 

Surgical services have had an increase of 29.7 percent; primary 
care services an increase of 19.6 percent; and other nonsurgical 
services an increase of 13.8 percent. So there are large differences 
in the rate of increase in the conversion factor, which is the dollar 
amount that is multiplied times the resource-based relative value 
scale to come up with the price that doctors are paid. 

So as we consider opportunities for the future, I want to divide 
them into two parts: First, for the current Medicare plan, the cur- 
rent paradigm of Medicare, we believe that improvements can be 
made in the volume performance standard that would help to ad- 
dress the topic of today’s hearing, that of volume of services on the 
physician side. We believe that these corrections in the VPS could 
help to decrease the rate of increase in the volume should it start 
to increase again. And, as I mentioned, our early data suggest that 
it likely will. 

But, second, we believe more fundamental changes can be consid- 
ered by the Congress that would change the way in which the Med- 
icare program is structured in order to allow beneficiaries more ac- 
cess to managed care plans, to changes that have occurred in the 
private sector, and to enable Medicare beneficiaries to participate 
in those new proOTams in a way also that would enhance the will- 
ingness of those ^ans to participate in Medicare. 

Now, as always, PPRC’s position is as follows: That if Congress 
decides that it wants — needs to reduce spending, our job, as we in- 
terpret it, is to help you to accomplish those savings in a way that 
is consistent with the long-term policy goals of the Medicare pro- 
CTam. So let me divide my remaining comments into changes in the 
fee-for-service Medicare plan and then changes that might be con- 
sidered under a managed care approach. 

First, under the fee-for-service plan, we believe that we should 
focus on the conversion factor, not on the relative values. That by 
focusing on the conversion factor that changes in the relative val- 
ues can remain consistent with the principles of the relative value 
system and not threaten the integrity of that scale, which, as I 
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mentioned, has been picked up by the private sector as a reason- 
able model for pa 3 dng physicians. 

Our major point is this — that there are serious technical prob- 
lems with the way in which the default formula calculates what the 
update for physician payment ought to be. Our preliminary analy- 
ses tell us by the year 2003 with the current default formula that 
physician payment may well be — in fact, is likely to be lower than 
the payments today, even correcting for inflation. And that is a re- 
sult of the technical problems that exist in the current mechanism 
for calculating the VPS. 

The reason for this is because there is an automatic 4-percentage 
point reduction that is embedded in the formula for the Medicare 
volume performance standard; and this automatic 4-percentage 
point reduction, which might have made sense when the rate of in- 
crease was 10 or 11 percent but does not seem to make sense when 
the rate in increase in physician expenditures is 3.8 percent, is em- 
bedded in the formula. That 4-percentage point reduction, plus the 
anticipated lower rate of increase, will make it difficult, very dif- 
ficult for the Congress to achieve additional savings by reducing 
physician payment in the future if that 4-percentage point de- 
fault— 4-percentage point factor in the default is not corrected. 

So we would recommend — PPRC would recommend that we re- 
place this formula with a formula that is linked to the projected in- 
crease in the gross domestic product so that increases in the Medi- 
care program are affordable, given the increasing wealth of the Na- 
tion. 

Second, that we eliminate the separate payments and the sepa- 
rate performance standards, the separate updates that are used for 
different groups of services or at least change the baselines upon 
which those calculations are made or, as one other alternative, 
make the changes only for 1 year. 

Third, that we use a cumulative target so that there is a cumu- 
lative comparison of actual expenditures and targeted expenditures 
rather than just doing this on a year-by-year basis, which causes 
us, we believe, to chase our tails. 

And then, finally, we believe that there should be a limit to the 
size of the increases in physician payments just as there are cur- 
rently limits to the size of decreases in physician payments. 

Now, finally, with managed care, we believe that changes can be 
made in the Medicare program to make it possible for beneficiaries 
to enroll in managed care programs and to have a wider choice of 
plans that they could enter. 

Currently, only 9 percent of Medicare beneficiaries are in man- 
aged care programs. There are a variety of reasons for that, but a 
key one is because the managed care programs don’t find it bene- 
ficial to participate in managed care. 

There are wide geographic variations in the prices available to 
the HMO. There is a tremendous amount of volatility from county 
to county and from year to year. There is inadequate risk adjust- 
ment, and there is unrestricted movement for the HMO, if it de- 
cides that it is not doing well with the calculated cost that is made 
available, to a cost-plus formula or a cost-based formula. And 25 
percent of HMOs are still operating under cost-based reimburse- 
ment. 
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Given that scenario, we don’t think that, with the current formu- 
lation, Medicare will be able to see as large an increase in the par- 
ticipation of its beneficiaries in HMOs as the Congress would likely 
want to see. With changes, we believe that more opportunities 
would be available to the beneficiary, including Medicare Select 
and others, to give the beneficiary more choice. 

And, therefore, the PPRC suggests that the Congress consider 
four options; 

The first option is to consider a competitive pricing system for 
managed care that would allow more creativity on the part of the 
managed care plans and a more competitive mechanism for estab- 
lishing a price for the Congress and for the Health Care Financing 
Administration. Now, this competitive pricing mechanism could use 
market mechanisms to establish payments. It could use a bidding 
process, for example, so that a price could be set through a bidding 
process. 

Individual beneficiaries then could choose whether they wanted 
to go to a higher cost plan, in which case they might be required 
to pay the difference between what Medicare would pay and what 
they would choose to — what they would need to pay in order to 
enter that higher cost plan. 

So we would recommend that the Health Care Financing Admin- 
istration be given the authority to introduce competitive bidding in 
markets that have the best chance of success, that is, those areas 
where there is a competitive managed care market and then ex- 
pand this plan as it is possible to do so as managed care becomes 
more competitive in other regions of the country. 

Second, we believe that the AAPCC, the average adjusted per 
capita cost, the way in which Medicare calculates what it will pay 
the HMOs, the managed care programs, needs to be changed. It 
needs to be changed so that it includes multiple counties, so that 
it considers different input costs for the various managed care pro- 
grams in different parts of the country, and so that it improves the 
risk adjustment capacity of this program, thereby paying health 
maintenance organizations more appropriately in a system where 
competitive bidding is not being used. 

So it is an alternative to the competitive bidding process or it 
could be embedded in the competitive bidding process, letting the 
AAPCC serve as a kind of benchmark for the bidding process. 

Third, the PPRC is interested in considering the possibility of 
partial capitation demonstration projects. By that I mean that 
Medicare would offer the opportunity for a health maintenance or- 
ganization to enroll beneficiaries with partial capitation, a part of 
the payment would be capitated, perhaps it would be blended with 
partial fee-for-service payment or cost-based payment to the HMO 
so that we could gradually move into a situation where the HMO 
felt more comfortable taking the risk that is incumbent in the Med- 
icare risk contracting program, or alternatively risk corridors could 
be used for those HMOs. 

And, finally, PPRC is concerned about the continued presence of 
the cost contracts in managed care and believes those cost con- 
tracts should be limited at least, if not eliminated. 
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Let me end by commenting on the fact that there are a number 
of other factors that influence expenditures in the Medicare system, 
many of which are part of the health care system in general. 

The PPRC is convinced that the capacity of the health care sys- 
tem is too large. We have focused, given our focus on physician 
payment, on the physician work force. And we believe that, as the 
Congress reconsiders direct medical education payments to teach- 
ing institutions, that it ought to consider a national per resident 
amount rather than the widely variant amounts that are currently 
paid to hospitals. 

We also believe that the direct medical education payment 
should encourage ambulatory education. This is an area where the 
Prospective Payment Assessment Commission has done a tremen- 
dous amount of thinking, as well. 

So, in conclusion, Mr. Chairman, members, the Physician Pay- 
ment Review Commission believes that there are opportunities for 
the Congress to achieve savings, both in the traditional Medicare 
fee-for-service plan but greater savings, perhaps, in moving Medi- 
care to a system whereby beneficiaries would have a choice of Med- 
icare plans which would include managed care opportunities, and 
we have offered you a number of suggestions about ways in which 
we might move in that direction. We look forward to working with 
you to try to develop these plans and to consider their feasibility. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF JOHN M. EISENBERG, M.D. 

PHYSICIAN PAYMENT REVIEW COMMISSION 

Mr. Chairman, I am pleased to be here today to discuss growth in Medicare expenditures for 
physicians' services and its causes. Since it was established by the Congress in 1986, the 
Physician Payment Review Commission has devoted a substantial portion of its work to issues 
related to physician payment under Medicare. Our work assisted the Congress in shaping the 
Medicare payment reforms enacted in the Omnibus Budget Reconciliation Act of 1989 
(OBRA89). We have followed up on that work by monitoring implementation of those reforms 
and developing refinements to ensure that the policy meets its objectives of holding down the 
rate of expenditure growth, removing distortions in physician payment, and limiting beneficiary 
financial liability. 

As this subcommittee considers reforms in the Medicare program and takes on the challenge 
of reducing the federal deficit, it is important to understand recent trends in program spending 
and the impact of past policies on growth in price, volume, and total expenditures. My 
testimony today first reviews those trends and policies. It then considers the mechanisms that 
could be used to reduce future spending and options for legislative changes that would be 
needed to accomplish those changes. Different strategies will be appropriate for the fee-for- 
service and managed care sectors. Moreover, any short-term steps should be consistent with 
the anticipated direction of more comprehensive reforms, particularly those that would permit 
Medicare to take advantage of the innovations in service delivery and payment that are now 
being used in the private sector. I will conclude my testimony by commenting on the 
relationship between physician supply and and expenditure growth and Medicare's role in 
financing graduate medical education (GME). The Commission has made budget 
recommendations concerning GME in past years and can offer some general advice in this 
area. 

Let me also add that my comments reflect the Commission's evolving views as it shapes its 
1 995 Annual Report to the Congress. These recommendations will be finalized later this 
month. They will be transmitted formally to you as required by law at the end of March, but 
we will work closely with your staff before then to provide the assistance you need in shaping 
Medicare policy. 

BACKGROUND: TRENDS IN EXPENDITURE GROWTH 

Physicians' services account for about 50 percent of spending under Medicare Part B and in 
fiscal year 1994, amounted to $29.9 billion. After extremely high growth during the early 
1980s, annual growth in expenditures for physicians' services has slowed considerably 
relative to the historical trend. Between 1 986 and 1991, expenditures grew at an annual rate 
of 10.5 percent. By contrast, between 1991 and 1993. estimated expenditure growth slowed 
to an average rate of 3.8 percent. Even at this level, however, growth in Medicare 
expenditures exceeds growth In the gross domestic product (GDP). Moreover, preliminary 
data suggest that the rate of expenditure growth for 1994 and 1995 is likely to rise. 

Medicare expenditures as a whole are outpacing growth in private sector health expenditures 
(11.5 percent growth in Medicare versus 8.6 percent growth for private health insurance 
expenditures between 1992 and 1993). Growth in Medicare physicians' services, however, 
was substantially lower than growth for other types of services financed by Medicare. 

Increased Medicare outlays can result from two sources: increases in payment rates and 
increases in the quantity or mix of services provided. Increases in services can be separated 
further into two components; those due to growth and aging of the population and those due 
to changes in the practice of medicine. While populatiort growth is often mentioned as being 
a major cause of rising physician expenditures, in fact, its impact has been relatively small 
with Medicare beneficiaries growing at between 1.5 percent and 2 percent annually [Figure 
1 ). But, if the rate of expenditure growth declines, as it did in recent years, increases in the 
Medicare population become a more significant factor in overall spending growth. 
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Figure 1. Growth in Medicare Physician Expenditures (for Aged 
Enrollees), by Component, 1980-1992 



SOURCE: 19S4 Annual Report of the Board of Trustees. Federal 
Supplementary Medical insurance Trust Fund 


The distinction between growth attributabie to price and growth attributable to volume is 
important for understanding past congressional action to slow expenditure growth. During the 
1970s and 1980s, the primary policy levers to restrain Medicare expenditure growth were 
restraints on price, either through across-the-board fee freezes or via fee cuts for procedures 
that the Congress specified as overvalued. The latter were intended to be consistent with the 
direction of payments under the Medicare Fee Schedule established as a part of physician 
payment reform in OBRA89. First implemented in 1 992, the fee schedule's purpose, however, 
was not to constrain prices but to eliminate distorted incentives and inequitable payments 
across specialties, services, and geographic areas. 

Constraints on prices resulted in slower expenditure growth and were consistent with the goal 
of moving fees towards resource-based payment. During the late 1 980s, when fee constraints 
were in place, volume became the principal force driving up expenditures for physicians' 
services; from 1988 to 1992, payment rates accounted for about 0.1 percentage points of 
total growth in expenditures while the volume of services accounted for 6 percentage points 
of the 7.7 percent total growth In expenditures for elderly enrollees (Figure 1). 

There are questions, however, about whether such constraints can hold down expenditure 
growth over the long term. Also at issue is how much Medicare fees can be reduced without 
jeopardizing beneficiaries' access to care. Medicare fees are now near 70 percent of what 
private payers now offer to physicians. 

The Commission has long held that a direct measure to contain volume is needed to maintain 
program expenditures at a sustainable level. Medicare’s primary mechanism for addressing 
volume growth is the system of Volume Performance Standards (VPSs), enacted as part of 
physician payment reform in 1 989. The VPS serves two purposes. First, it is a budgeting tool 
that improves predictability in expenditures by linking payment levels to the growth in volume 
and intensity of physicians' services. Second, it is intended to serve as a collective incentive 
to the medical profession to find ways to reduce inappropriate care, such as developing and 
disseminating practice guidelines that promote cost-efficient practice styles. 

Under OBRA89, a performance standard (essentially a target rate of expenditure growth) is 
to be set annually either by the Congress after consulting with the Commission and the 
Secretary of Health and Human Services or by a default formula specified in law. (In fact, the 
default formula has been used in most years.) Then payment rates are adjusted in subsequent 
years as actual expenditure growth exceeds or falls below these standards. Performance 
standards were first applied to physicians' services in 1990; fee updates based on how well 
physicians met these standards were first applied in 1992. 
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Although the Commission had recommended a single performance standard, OBRA89 created 
a system with two; one for surgical services and one for nonsurgical services. A third 
standard (primary carel was added under OBRA93 in response to concerns that growth in 
volume for technical procedures in the nonsurgical service category was depressing fee levels 
for primary care. Even though this has resulted in larger fee updates for primary care than 
under the two standard system, even higher updates for surgical services have resulted in 
distortions in the patterns of relative payment, the very problem the Medicare Fee Schedule 
was intended to correct. 

Beginning in 1992. volume growth slowed substantially. As a result, Medicare fee updates 
for 1994 and 1995 were much larger than had previously been anticipated (Table 1). The 
reasons for this slowdown in growth are unclear (as are the prospects for its continuation). 
Possible explanations include responses to the incentives created by the VPS and secular 
changes in the practice of medicine. The latter include slowed growth in technologies 
introduced during the mid to late 1980s such as cataract surgery and magnetic resonance 
imaging, and more efficient practice styles as a result of the increased penetration of managed 
care. Others suggest that low volume growth in recent years merely reflects its inherent 
volatility. In fact, the trend probably reflects a combination of these factors. 

Table 1. Conversion Factor Updates for 1992 through 1995 (percentage) 


Categories of Service* 

1992‘ 

1993^ 

1994" 

1995" 

All Services 

1-9 

1 4 

6,8 

7.7 

Surgical 


3.1 

_ 


Nonsurgical 


0.6 

“ 

- 

Surgical 

_ 

.. 

10,0 

12.2 

Pnmary Care 



7.9 

7,9 

Other Nonsurgical 

“ 

" 

5.3 

5.2 


SOURCE, Physician Payment Review Commission compilation of final updates from Federal Registers. 


* A single update for all services was made in 1992. separate surgical and nonsurgical updates were required 
in 1993, and a separate update for primary care services began in 1994 

^ Set by congressional decision. 

‘ Determined by default formula. 

PHYSICIANS' SERVICES; OPPORTUNITIES FOR THE FUTURE 

Future efforts to limit Medicare spending for physicians' services may focus on either the 
fee-for-service sector, still the predominant form of payment under the program and the 
option chosen by over 90 percent of beneficiaries, or on expanding enrollment in managed- 
care plans in anticipation that such systems of care will be more efficient providers. 
Efforts to attain savings in the short-term, however, should not lose sight of structural 
problems that could impede achievement of policy goals in the long-term. Specifically, 
changes in the VPS are needed to ensure its ability to control the rate of volume growth 
should it begin to rise again, white changes in the method for paying managed care plans 
are needed to enhance their willingness to participate m the program. The Commission 
has some suggestions in each of these areas which would enhance program performance 
and help it capitalize on innovative changes in the health care market. 

The Commission recognizes the difficult task the subcommittee will face in finding budget 
savings in physicians' services and we stand prepared to advise you on these issues. 
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Traditionally, the Commission has not commented on the overall magnitude of cuts In 
Medicare. Instead, we take as our assignment the following: if the Congress should 
decide to reduce spending, how can that be accomplished in a way that is most consistent 
with long-term policy goals. 

Fee-for-Service 

In the past, proposals have been offered to slow growth in spending through selective 
changes in relative payments for certain services (so-called overvalued procedures). While 
this was an appropriate strategy during the years of transition to a new payment system, 
making such cuts now would threaten the integrity of the resource-based relative value 
scale. This is a problem not only for Medicare but for the many private payers and 
Medicaid programs that use Medicare's relative value scale, instead, payment policy 
changes should focus on changes in the conversion factor, which would decrease fees 
across the board, rather than on changes in payments for specific services. 

Given the large fee updates awarded in 1994 and 1995, the Congress may be inclined to 
achieve budget savings by rescinding previous fee updates or by making further 
adjustments to the VPS default formula. It is the Commission's view, however, that 
technical problems with the default formula used in setting volume performance standards 
should be corrected first. This is because despite recent high updates in Medicare fees, 
the current policy in place will result in substantial reductions in the conversion factor over 
the next five years. In fact, conversion factors in 2003 are projected to be lower than 
when the policy was first implemented in 1992, even without accounting for inflation. 
Moreover, the existence of three performance standards is introducing serious distortions 
in payment rates. 

Once these problems are addressed, then an across-the-board cut in the conversion factor 
could be considered as a means of budget savings. For example, the size of the cut could 
be set so it would be comparable to rescinding part or all of the 1 994 and 1 995 updates. 
If the Congress decides to take this approach, however, it should be mindful that it would 
widen the gap between the fees paid by Medicare and those of private payers. These 
issues are considered below. 

Fixing the Default Formuia. The current VPS system has several flaws. First under 
OBRA89. performance standards are determined in part by the historical trend in volume 
growth. At the time the law was written, historical trends were viewed as Including some 
amount of inefficiencies and inappropriate care and therefore a decision was made to 
reduce the performance standard formula accordingly. Initially, deductions of one half of 
a percent were taken from the historical trend, phasing in over time to two percentage 
points. Under O0RA93, the deduction was increased to four percentage points. 

The problem is that this deduction is now permanently embedded within the default 
formula and applies even as the 1991 to 1993 growth rate is the lowest two-year growth 
rate since 1985. In effect, the formula demands that however well physicians did in 
meeting the previous standard, they must reduce volume by an additional 4 percentage 
points each year or pay a penalty in reduced fees. Clearly, it is impractical to expect that 
physicians will continue to achieve such reductions year after year. 

The combination of the four percentage point deduction enacted in OBRA93 and a lower 
than anticipated volume growth rate may make it extremely difficult to get additional 
savings by reducing physician payment. Since it is unlikely that volume growth will fall 
four points below current levels, maximum deductions in fees are already expected to be 
taken beginning in 1998 and continuing through 2002. 

The bottom line is that changes in the VPS default formula are urgently needed. To 
address this problem, the Commission recommends replacing the current formula 
(historical trend in volume and intensity minus four percentage points) with a formula 
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linked to the projected growth of real GDP per capita. This would permit a reasonable rate 
of growth that is affordable over the long term. 

The Commission also recommends two additional changes to limit further distortions in 
relative payments and to improve accuracy and accountability within the system. First, 
to ensure the integrity of the resource-based relative value scale, separate performance 
standards and updates for categories of services should be eliminated. If they are 
retained, they should be based on the trend in volume growth for each category as 
required by OBRA93, and differential updates should be in effect for one year only. As 
long as you have differential updates and allow the differences to be built into the baseline, 
you will distort relative payments. 

Second, fee updates should be based on comparisons between total actual expenditures 
and total targeted spending since a base year. Under current policy, comparisons are 
made between expenditure growth and the performance standard for a single year. 
Missing the target in one year does not affect the update for the following year. A policy 
that makes comparisons between total actual expenditures and total targeted spending 
since a specified base year, on the other hand, accumulates year-to-year surpluses and 
shortfalls and applies them to subsequent years. 

In addition, limits on the size of both reductions and increases should be established to 
lessen the volatility of fee increases and reductions. Currently, updates are limited to a 
5.0 percentage point penalty if actual expenditures exceed the performance standard by 
more than 5 percent. No comparable limit constrains the size of increases. Symmetric 
limits of 5.0 percentage points should be used to prevent both extraordinarily high 
increases as well as reductions. These two changes combined will add full accountability 
for total expenditures for physician services while ensuring that annual fee updates are 
relatively stable and reasonable. 

The Cap between Medicare and Private Fees. Medicare fees are currently near 70 
percent of those paid by private payers. The gap between Medicare fees and those of 
private payers in 1995 is less than the Commission reported last year because of higher 
Medicare fee updates, reduction in the trend for private fee growth, and more accurate 
data on "deep discount" payers. The gap between Medicare and private fees is of concern 
because large differentials in payment between Medicare and private payers, coupled with 
discontent about Medicare's level of payment, could compromise access to care for 
Medicare beneficiaries. Even if the payments cover the cost of care, physicians may prefer 
to accept patients with private insurance over those with Medicare. The Commission has 
found no evidence that the current gap is causing an access barrier. It is possible, 
however, that a substantially larger gap could affect physicians' willingness to treat 
Medicare patients, but the size of that threshold is unclear. 

Managed Care 

As the health care system has moved toward managed care and integrated delivery 
systems, both the willingness of health maintenance organizations IHMOs) to participate 
in the Medicare program and beneficiary enrollment in these plans have increased. 
Currently about 9 percent of Medicare beneficiaries are enrolled In HMOs, up from 7 
percent in 1 993. Enrollment rates vary considerably across the country, with higher rates 
tending to occur where commercial HMD penetration is high. About 75 percent of 
enrollees are in HMOs with risk contracts which are paid on a per capita basis; the rest are 
in plans with cost contracts that are paid based on reasonable costs. 

Further expansion of managed care within the Medicare program will depend upon the 
capacity of HMOs to accommodate elderly and disabled patients, plans' willingness to do 
business with the program, and beneficiaries' willingness to receive care under these 
arrangements. Although short-term budget savings could be achieved by reducing 
capitation rates, this approach would risk making the program less attractive to plans and 
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thus would be counter to long-term goals. My remarks will focus primarily on needed 
changes in the current payment methodology that could ultimately encourage a more 
substantial role for managed care within the Medicare program. These reforms also offer 
some opportunities for savings. 

Inadequacies of the current Medicare payment policies have created problems of limited 
HMO participation, low beneficiary enrollment rates, and higher costs per enrollee than 
their fee-for-service costs would have been. These payment problems include: 

• wide geographic variation in parent rates due to local variations in fee-for- 
service patterns of use; 

• volatility of county-level payment rates, particularly for those with small 
Medicare populations; 

• inadequate risk adjustment methods; and 

• unrestricted movement between risk and cost contracts, resulting in HMOs 
with risk contracts attracting patients with less expensive patterns of use. 

Without addressing these problems, a greater role for managed care will not necessarily 
lead to cost savings. 

In the Commission's view, the first step in expanding managed care should be improving 
payment policy for risk contracts by correcting flaws in current capitation rates (referred 
to as average adjusted per capita costs or AAPCCs). Building upon this foundation, 
additional managed care choices (such as Medicare Select and other preferred provider or 
point of-service options) could be expanded. Other approaches that would create 
competition among both fee-for-service and managed care options within Medicare could 
also be explored. 

Capitation payment rates should be improved so that they (1) cover costs of an efficient 
HMO, (2) are better adjusted for risk selection, and (3) are predictable from year to year. 
The Commission suggests two approaches for improving capitation payments: competitive 
pricing methods and refinements to the current AAPCC geographic adjustment method. 
Because competitive pricing would be effective only in markets with multiple HMOs, both 
approaches are needed in the short-term. Also important is the need for payment 
adjustments that mitigate the financial impact of adverse risk selection (having a patient 
population with higher than average health care use) and reduce the incentives for HMOs 
to select good risks. Given the inadequacies of current risk adjustment methods, partial 
capitation methods that base HMO payment partly on a capitation rate and partly on actual 
experience could also be tested. Each of these is discussed below. 

Competitive Pricing. Competitive pricing would uncouple HMO payment rates from 
Medicare fee-for-service expenditures, using market mechanisms to establish payments 
that reflect the costs for an efficient HMO. The process could work as follows. First, 
HMOs meeting the qualifying conditions for risk contracts would submit offers of the 
minimum payment rate they would be willing to take. Then the Health Care Financing 
Administration would establish a payment rate based on the bids submitted. To create 
incentives lor plans to bid low, plans that bid higher than the final rate should be 
penalized, perhaps by requiring these plans to charge the balance of their bid to 
beneficiaries in the form of premiums. 

Whether Medicare would save money from using competitive bidding would depend upon 
the design of the bidding process, how competitive the bidding becomes, the final 
payment rates, and the level of the AAPCCs in those markets. Cost savings tor Medicare 
might be achieved if the final payment rate is set close to the low bids or if competitive 
bidding results in rates lower than the AAPCCs. On the other hand, if bidding results in 
a rate higher than the AAPCC, a decision could be made to use the national average per 
capita cost as an upper limit. (This rate should be adjusted for local input prices and 
possibly for some variation in service use.) Such an approach is not an ideal one, 
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however, because it would reir^troduce the very problems that competitive pricing was 
intended to correct and distort competition by preventing the established price from 
reflecting local market conditions. 

To enhance prospects for successful implementation, the Commission recommends that 
the Health Care Financing Administration IHCFA) be given sufficient authority and 
flexibility to introduce competitive bidding in markets with the best chances for success 
(e.g., those with high HMO penetration) and gradually increase the number of markets as 
competitive conditions change. 

Refinements to the AAPCC Geographic Adjustment Method. Because competitive 
pricing would be effective only in competitive markets, there will continue to be a need for 
the AAPCCs or some other form of administered payment rates in the forseeable future. 
AAPCCs also might be used during an interim period in locations designated for 
competitive pricing, until the new method was ready to implement. Adjustments are 
currently made for differences in costs across geographic areas by taking the ratio of 
county-level per capita costs to the national average. This method is flawed because it 
establishes payment rates that are unstable over time and are susceptible to extreme 
geographic variation in service use patterns. It also creates an incentive for HMDs to 
choose to serve those counties within their service area with the highest payment rates. 

Theoretically, these problems could be addressed by making appropriate payment 
adjustments that recogni 2 e input price factors that HMDs cannot control, such as local 
wage rates or supply costs, and service use variation attributable to differences in health 
status. Because we are now unable to adjust accurately for differences in service use, the 
Commission's recommended short-term strategy for improving the AAPCCs Is to establish 
payment rates for multi-county areas instead of individual counties. Such rates for multi- 
county areas would improve payment predictability, particularly for rural areas, and would 
eliminate payment variation across counties withinHMO markets. In the long-term, better 
adjustments for service use should be developed. 

Partial Capitation. When an HMO assumes full risk for its enrollees' health care costs 
under capitation, its financial results could range widely from large gains to large losses. 
Partial capitation would minimize these potential swings by having Medicare share risk 
with HMOs that had losses or gains outside specified thresholds. Two different partial 
capitation methods could be used (1) blended rates based on a weighted average of a 
capitation payment and fee-for-service payment for actual health care services provided, 
using existing Medicare fees, and (2) risk corridor payments that would adjust capitation 
rates in proportion to its net financial gains or losses exceeding established thresholds. 

Despite its promise, partial capitation could be difficult to adminsier. Before using this 
method widely, therefore, demonstrations are needed to lest different models and their 
data requirements for HMOs, and to develop needed information for setting risk thresholds 
and risk sharing percentages. 

The Role of Cost Contracts. Cost contracts have long been made available for HMOs 
that do not want risk contracts. While this flexibility has ensured that a range of options 
is available to Medicare beneficiaries, it has also contributed to favorable selection for risk 
contracting HMOs with increased costs to Medicare. In markets where competitive pricing 
or partial capitation are implemented, limits should be placed on the use of cost contracts. 


GRADUATE MEDICAL EDUCATION 

Another factor affecting Medicare expenditures is the supply and distribution of physicians. 
The fact that per capita spending is positively correlated with the number of physicians has 
been well documented, and there is some evidence that care provided by specialists is 
more expensive than that provided by primary care physicians. Since the Commission's 
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mandate was expanded in 1990 to include consideration of Medicare financing for 
graduate medical education and the supply and specialty distribution of physicians, we 
have developed substantial expertise on these issues. 

Recognition of the need to address supply and specialty distribution and the substantial 
contribution of Medicare to supporting residency training prompted both the current and 
prior Administrations to revise the payment methods for GME. Under current law 
{established in the Consolidated Omnibus Budget Reconciliation Act of 1985), payments 
are made to hospitals based on institution-specific per resident costs from the 1 984 or 
1 985 reporting years, updated for inflation. These costs are multiplied by the number of 
full time equivalent (FTE) residents in the hospital during the payment period. A 
modification of the OBRA85 provisions calls for residents being weighted as one-hatf an 
FTE beyond the initial training period. 

Previous proposals have suggested restructuring Medicare support by (1) introducing 
weighting so that residents in primary care disciplines are treated as more than one FTE 
and others In the initial training period are ueated as less than one FTE and (2) basing 
payments on the national average salary for residents rather than hospital-specific 
historical payments. Such proposals can be designed to be budget-neutral or to achieve 
savings. 

While the Commission has long supported moving to a national per resident amount, it 
questions whether weighting will actually increase the proportion of residents trained in 
primary care. This is because direct payments go to the hospital and not necessarily to 
the primary care training program. Moreover, the additional funding from weighting may 
not be sufficient to increase the supply of primary care physicians; training programs ir^ 
these fields already have substantially feww filled positions than those in many other 
specialties. To better inform the Congress about the implications of such proposals, the 
Commission is planning to model the impact of proposals to change GME financing. These 
analyses should provide a more complete picture of the financial Impact of Medicare 
budget cuts by specialty and by type of hospital. 

In addition, the Commission can provide ackfitionai advice on broader reforms in GME 
financing that would move specialty distribution and supply in a direction consistent with 
the need to reduce Medicare expenditures. These might include shifting funding to support 
training in ambulatory sites or other mechanisms that would break the linkage between 
hospital payment and GME financing arid thus allow more creative and effective uses of 
Medicare dollars. 
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Chairman Thomas. Thank you very much, Doctor, for your ideas 
and rather extensive options available to us. 

Mr. Altman. 

STATEMENT OF STUART H. ALTMAN, PH.D., CHAIRMAN, 

PROSPECTIVE PAYMENT ASSESSMENT COMMISSION; 

ACCOMPANIED BY DONALD YOUNG, M.D., EXECUTIVE 

DIRECTOR 

Mr. Altman. Well, thank you, Mr. Chairman. It is really a pleas- 
ure to be here. I have really appreciated the opportunity over the 
years to testify before this committee, working with you as well as 
Mr. Stark and the staffs. 

I have with me Dr. Donald Young, who is the Executive Director 
of the Prospective Payment Assessment Commission. 

As you know, Mr. Chairman, ProPAC was originally established 
to help the Congress think through the complexities oi the prospec- 
tive payment system diagnosis related groups, which is the system 
which was put in place in 1983 to pay hospitals, but the Congress 
has expanded our mandate considerably over the years. We now 
focus on skilled nursing facilities, home health, hospitals which are 
excluded from PPS, as well as working on end-stage renal disease 
for dialysis. 

In addition, the committee has asked us to look into several 
other plans for the Medicare program, as well. We have looked 
quite extensively at how Medicare has operated over the last sev- 
eral years; and, as Dr. Eisenberg has pointed out, we share his 
focus that while the price increases have been important, one needs 
to focus attention heavily on volume. And we, too, have been look- 
ing into different ways of focusing on volume. 

But you asked us today to give you our best assessment of how 
you, in the short run, can control Medicare costs as well as plan 
for the future, so I will focus most of my testimony on changes in 
the Medicare program in the short run but look to the future, as 
well. 

As we look to the short run, we should recognize Medicare is a 
fee-for-service system. In the hospital payment, we created in 1983 
a minicapitation system for inpatient hospital care. Prior to that. 
Medicare paid on the basis of cost. The more a hospital spent, the 
more it got paid. 

Now Medicare says to a hospital, here is a fixed amount of 
money. You manage that amount. It you provide more tests and 
procedures, you have to do it within that fixed budget. But it 
doesn’t control services outside the hospital in the same way. 

So much of the growth over the last 3 years has not been in the 
prices paid to hospitals. It has been in the growth of home care 
services, in the growth of skilled nursing facilities, as well as some 
increase in the number of admissions. 

Now, in thinking about how we might be able to control the hos- 
pital side first, we really have two basic paths to go down; 

One, we could reduce the update factor, which is the method we 
use to increase hospital payments bv a fixed amount for every hos- 
pital. And there is a certain appeal to that. It is simple. It has a 
sense of fairness. 
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The problem with it is that some facilities are in a much better 
position to take those reductions than others, and it may turn out 
that the ones you want to preserve are just the ones that are going 
to be in trouble if you introduce across-the-board reductions. So the 
alternative would be to focus reductions on institutions that may 
not need the money as much or where there is a questionable 
amount of money that has been flowing to them. 

Let me indicate some of the areas where we might go. And, by 
the way, I have appended to my testimony a number of charts 
which you may want to refer to as I just quickly move through this 
testimony. 

The first chart indicates the fact that Medicare was a fairly pru- 
dent controller of expenditures from 1983 to 1991. But, beginning 
in 1991, the growth rate of 6.5 percent on average per year was sig- 
nificantly more than the private sector, which was 4.7 percent. 

Chart 2 demonstrates what I was talking about, that while over- 
all Medicare expenditures grew by 11.8 percent between 1991 and 
1993, it grew by 38 percent for home health. It grew by 46 percent 
for nursing homes, while hospitals grew at about 10 percent. 

Now, let’s focus more specifically on the hospitals, particularly 
the hospitals that receive most of the money. Even though the in- 
patient sector is declining, it is still where most of your money goes 
in the Medicare program. Of the total $151 billion that Medicare 
spent in 1993, about $80 billion went for inpatient hospital care or 
about 52 percent of the total. 

Now, when you look at the growth rates, they have been fairly 
moderate in recent years. The update factors have been held down, 
but the current law which allowed the Medicare program to essen- 
tially pay 2 percent less than the market basket is going to phase 
that reduction down to and, by 1998, that would essentially go to 
zero. 

One real possibility that you have is not to allow that reduction 
to take place and to keep the 2 percent below market basket in 
place. I say that, and I feel more confident in saying that because 
the hospital cost structure, which resisted reductions even though 
Medicare was paying out less because of the ability to charge pri- 
vate patients more than their costs, is now beginning to fall and 
is being pushed by private-sector reductions in prices that they pay 
to the hospitals. 

I think the Medicare program should essentially ride that curve 
down, not be excessive about it, because you don’t want Medicare 
to get out of balance any more than it already is with what private 
payments are. But neither do you want Medicare to become the 
best payer in town, except when you design it specifically for a spe- 
cific hospital. 

So one possibility would be to focus on that update factor and to 
tie it more closely to where it had been during the middle eighties. 

Now, we can focus on a number of special issues. One of the most 
complex and controversial is the teaching adjustment. The Con- 
gress, in establishing the PPS, decided, based on analysis, that it 
was important to pay teaching hospitals more than just their flat 
DRG payment because teaching hospitals get sicker patients. They 
also are training our next generation of physicians, and these 
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younger physicians use more tests and procedures and they also 
treat larger numbers of uninsured people. 

And so the Congress built into the legislation an increased pay- 
ment. Unfortunately, they overshot the mark a bit. Well, that is 
being kind. They overshot the mark a fair amount and wound up 
paying hospitals about 11.2 percent for every 10-percent higher 
ratio of the interns and residents to beds. Over the last several 
years, that teaching adjustment has been reduced somewhat to 
about 7.7 percent. 

We at ProPAC have been looking at this. Our best estimate is 
that that teaching adjustment should be around 4.5 percent, not 
7.7. But we believe it would be a mistake to simply reduce that 
amount from 7.7 to 4.5 in one shot. 

You have to appreciate the problems of teaching hospitals. They 
are, after all, often located in our urban centers, treating many of 
the uninsured. They do have higher costs because of the factors 
that I indicated, and they are the group that are the most nega- 
tively affected by this pressure for managed care in the private sec- 
tor. 

That doesn’t mean that we support just continuing to pay them 
higher rates. Our recommendation would be this year to reduce the 
7.7 percent to 6.7, which is about a 13-percent payment reduction, 
followed in the second and third year by comparable reductions. 
Over time, that would reduce teaching payments by about 40 per- 
cent, which is a significant reduction. 

We also have looked at the graduate medical education compo- 
nent that Dr. Eisenberg talked about, and we have similar 
thoughts about that in terms of either freezing the payment rate, 
the number of residents, or reducing the payment rate per resident 
to something above the national average or in some way focusing 
the payments much more on primary care and away from specialty 
care. 

Now, as we look at other areas, we need to recognize that one 
of the other adjustments that the Congress put in the DRG system 
was to focus extra dollars to what we call disproportionate share 
hospitals. These are hospitals mostly in our urban areas, some in 
rural but mostly in our urban areas, that treat large numbers of 
people. Medicare people and Medicaid and uninsured people that 
can’t pay their bills. 

These are very financially vulnerable hospitals. So the Medicare 
program provided an extra subsidy. In 1989, this subsidy was $1.1 
billion. By 1994, this subsidy had grown to $3.4 billion, represent- 
ing over 5 percent of the prospective payment system. 

Our estimate of what the disproportionate payment would be in 
1995 is $3.7 billion. 

In general, ProPAC has supported the disproportionate share ad- 
justment. It has provided a very meaningful averaging and allowed 
institutions to survive. However, like any blunt tool, it has allowed 
some institutions to get this payment without providing quite the 
level of uninsured or uncompensated care as others. 

We believe a much more focused disproportionate share payment 
could be devised, and we are working on that and would be glad 
to work with you and your staffs to see to the extent to which we 
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can focus those dollars more specifically at the hospitals that bear 
the largest burden. 

The third group of hospitals that have benefited from very spe- 
cific legislation by the Congress and the administration has been 
rural sole commimity hospitals. The DRG system unintentionally 
in the bemnning did serious financial harm to rural hospitals, but 
over the last 10 years the Congress and the Commission has rec- 
tified that to the point that, in many communities. Medicare is the 
best payer for rural hospitals. 

But here, too, we believe those dollars can be better focused; and 
we need to work with States and rural areas to make sure that we 
are keeping going only those hospitals that should be kept going. 

Nevertheless, we at ProPAC support the continued rural adjust- 
ment, particularly for sole community hospitals — these institutions 
which, if they were to stop, would cause serious harm to the lim- 
ited number of people that live in those areas. 

One of the complicated aspects of the prospective payment sys- 
tem is the fact that capital which, after all, is about 10 percent of 
payments has now been restructured in a way that fits within the 
DRG system we at ProPAC support. That we believe that was a 
good adjustment. However, there was a mistake made in the early 
stages, not intentionally, but based on limited information; and 
there is an overpayment in the capital structure that we believe 
should be over time reduced; and there is substantial dollars that 
could be saved by focusing on reducing that payment. 

There are hospitals which are excluded from PPS, children’s hos- 
pitals, certain hospitals that do rehabilitation and others. These, 
too, can benefit — have benefited from increases in the update fac- 
tor. It is not as complicated a system; and there is not as much to 
squeeze out here; but here, too, dollars can be better targeted. 

When we shift from the inpatient to the outpatient, you are deal- 
ing with a major increase in spending. And, as I referred to back 
in chart 2, hospital outpatient has been growing by almost 14.3 
percent per year between 1991 and 1993. Again, much of the in- 
crease is the result of volume which cannot be dealt with by just 
changing the payment structure. Medicare is not a high payer for 
outpatient services, but it is a fee-for-service outpatient system; 
and, therefore, some of the potential savings that the private sector 
has generated through managed care is lost. So here, too, we would 
recommend thinking seriously about developing some partial 
capitated or fully capitated system to benefit from reducing out- 
patient services. 

It is only reasonable that as the hospital length of stay has fallen 
off, more people should use skilled nursing facilities. They are less 
expensive, and they target services better. However, we are getting 
very concerned about the growth in ancillary services that are 
being provided to these patients once they are in the facilities. 
Much of the annual spending growth of 46 percent is the result of 
ancillary services being given and charged on a fee-for-service basis 
in addition to the base payments. 

We at ProPAC are completing our study, and we hope to have 
it done within the next several months to give you some rec- 
ommendations on how you might deal with this. Again, some 
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growth in skilled nursing facility payments was very appropriate. 
But the 46 percent leaves us with simificant concern. 

And that brings me to the second major growth area, which is 
home care. Again, home care tied into a balanced delivery system 
makes a lot of sense. True, as we have cut back length of stay and 
admissions, growth in home care should have increased. But we 
are getting concerned, as are most others here in Washington and 
around the country, about growth rates which are 30, 40 and 50 
percent per year. Much of the growth is in the number of visits per 
beneficiary, not in the price. 

Medicare has a tough home payment system. You could get some 
reductions by limiting that payment rate, but you need to focus on 
controlling volume. 

In another life of mine at Brandeis, we have conducted over a 
long period of time a demonstration which was called the Social 
Health Maintenance Organization System where we gave a limited 
number of HMOs 100 percent of the AAPCC and told them they 
needed to provide home care and some long-term care, as well. 
What that experiment clearly indicated to me was that in a man- 
aged care environment home care can be delivered much more effi- 
ciently without the growth that you have seen in the fee-for- 
service. 

In my testimony, I have laid out other home health options. An 
introduction of coinsurance is possible, putting back the 100-day 
limit which used to exist or even putting back the prior hospitaliza- 
tion. 

I personally don’t favor putting back the prior hospitalization. I 
think a much better managed care environment is the way to go. 

Now, finally, we, too, have looked hard at the issue of Medicare 
managed care. There is no question that 5 percent of the Medicare 
population in managed care is too low. It is growing, and what is 
interesting is that the people that go into managed care among 
seniors are as satisfied or more satisfied with their care as individ- 
uals who are under 65. That doesn’t mean that managed care is 
for everybody, particularly for many very sick seniors, but there is 
much OTeater growth that is potentially available. 

To do that, however, requires substantial changes in the law. 
And I would emphasize we need to change the law. We need to 
change the way Medicare pays for managed care, not only because 
it would expand the number of managed care plans coming in, 
which it would, but also, if we are not careful, Me^care could actu- 
ally lose money by putting more people into managed care because 
the current system allows a Medicare beneficiary to go into man- 
aged care and then, when they get sick, to drop out of managed 
care and go back into the fee-for-service system. Well, that may be 
good for the beneficiary but just think about the program. 

The program is paying an average payment which includes not 
sick people and sick peo^e, and then if the sick people go back into 
the fee-for-service system, it offers the real potential for the man- 
aged care plans to do quite well but for the Medicare program to 
wind up paying too much money. 

The current Medicare program pays an average amount. It has 
a few categories, but we are just not capable of coming up with 
what are called risk, really risk-adjusted premiums. So if you are 
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not careful you could wind up with the younger, less sick people 
in managed care and the older, more sick people in fee-for-service; 
and we have sort of blown the 5-percent savings. 

Again, this need not be the result of the managed care plans 
doing anything. It is not that they have done anything wrong. They 
are just sitting there taking people who are coming in, and the peo- 
ple who are likely to come in are likely to be less sick and younger. 

Now, if they had stayed in over their whole lifetime, they would 
get sick, and then the managed care plans would deal with them. 
But if they bought back out into the fee-for-service. Medicare could 
lose money. So we need to look hard at this, but that is clearly an 
area for future CTowth. And we at ProPAC are working hard to try 
to help you think about that. 

Again, Medicare embarked on an interesting change in its pay- 
ment system in 1983. For the most part, it has worked pretty well, 
not perfect, for inpatient hospital care, but it has not been broad 
enough, and it has not encompassed the kind of managed care as- 
pects that the private sector has, and there are clearly things that 
we could learn from them. 

Thank you, Mr. Chairman. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF STUART H. ALTMAN, PH.D. 

PROSPECTIVE PAYMENT ASSESSMENT COMMISSION 

Good morning, Mr. Chairman. I am Stuart AUman, Chairman of the Prospective 
Payment Assessment Commission (ProPAC). I am accompanied by Donald Young, 
M.D., Executive Director of ProPAC. I am pleased to testify today as you begin to 
consider alternative ways to control the rapid rise in Medicare spending. During my 
testimony. I will refer to several charts. These charts are appended to the end of my 
written testimony. 

Because many new members have joined the Subcommittee since I last appeared 
before you, I would like to briefly describe the mandate and work of the Commission. 
ProPAC is an independent Congressional agency that was established in the 1983 
legislation that created the Medicare prospective payment system (PPS) for inpatient 
hospital services. Originally, the Commission’s primary responsibility was to examine 
issues related to PPS and provide advice for updating and improving it. Over time. 
Congress has expanded our mandate to include providing analyses and making 
recommendations concerning Medicare policies for facilities excluded from PPS and 
hospital outpatient, skilled nursing facility, home health, and end-stage renal disease 
dialysis services. In addition to an annual report containing ProPAC's 
recommendations, we also are required by statute to submit each year a report to 
Congress describing the relationships between Medicare and the American health care 
system. Periodically, the Congress also requests other reports concerning Medicare, 
Medicaid, and the changing health care system. 

MEDICARE SPENDING GROVmi 

Between 1992 and 1993. Mr. Chairman. Medicare spending for services furnished 
to Its beneficiaries increased about 11 percail. to $151 billion. The Medicare 
population is growing faster than the general population and about 20 percent of this 
spending growth can be accounted for by more beneficiaries and their increased age. 
Inflation in the general economy, as well as additional growth in the price of medical 
goods and services providers purchase, also contributes to the escalation in Medicare 
spending. But there is one other responsible factor that I will return to frequently 
during my testimony; much of the recent acceleration in expenditures is due to more 
Medicare beneficiaries receiving more and more sen/ices each year. 

As members of this Subcommittee are aware. Medicare continues to be 
predominantly a fee-for-service payment system. This payment method provides 
strong Incentives for physicians and other providers to furnish more services to 
beneficiaries who are willing to receive them. Many of these services, however, may 
be of limited medical value to specific individuals. The private Insurance market Is 
responding to this problem by developing alternative payment systems based on 
capitation and managed care. These methods contain strong financial incentives for 
providers themselves to control the cost of each unit of service furnished as well as 
the number of service units. There also are incentives to furnish high quality care to 
the extent purchasers and their enrollees also ccxisider this factor in selecting among 
competing plans and providers. 

While more and more Medicare beneficiaries are choosing capitated, managed 
care plans, overall enrollment lags well behind that of the private sector. There are a 
number of reasons tor this, several of whk^ I will di^uss in a moment. To explain all 
the issues involved with Medicare managed care, however, would require me to go 
into considerable detail and to suggest a number of char>ges to the Medicare law. We 
at ProPAC have been working on these Issues, and I would welcome the opportunity 
to give you our thoughts at the appropriate lime. You requested, however, that today I 
focus on changes to the existing Medicare program that might control spending growth 
in the short term. This I will do, but I want to emphasize that much of this growth Is 
due to Medicare policies that encourage increases in the volume of services provided 
and more fundamental changes in the law are necessary to correct these incentives. 

Over the past decade, the Medicare program generally has done a good job in 
implementing policies that controlled IrKireases in payments for individual services. 

The first major change was the shift from cost-based reimbursement for inpatient 
hospital services to the Medicare prospective payment system (PPS). While some 
considered this an administrative pricing system, it also could be considered a mini- 
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capitated payment plan for inpatient services during each patient admission. The 
effects of the PPS system and other Medicare policy changes over the past decade 
can be seen in Chart 1. Between 1979 and 1983, real Medicare spending per 
enrollee-that is, adjusted for infiation—was growing faster than private health 
insurance expenditures per person. Medicare policies enacted in the early 1960s 
reversed this trend, with Medicare spending between 1983 and 1991 rising much more 
slowly than the private sector. Between 1991 and 1993, however, Medicare spending 
growth accelerated, exceeding private sector increases. 

Spending increases in settings outside the hospital are partly responsible for the 
renewed rise in Medicare expenditures (see Chart 2). While the bulk of Medicare 
spending continues to be for inpatient hospital services, home health and skilled 
nursing facility expenditures are growing rapidly. Between 1991 and 1993, hospital 
inpatient spending increases averaged 10 percent annually, while payments for home 
health and nursing facility services grew at rates of 38 percent and 46 percent per 
year, respectively. As I will discuss in a moment, increases in the number of these 
services furnished to beneficiaries is a major contributor to this spending growth. 

MEDICARE PAYMENT POLICIES 

Mr. Chairman, given this brief background, I now would like to turn to a discussion 
of possible changes in Medicare payment policies in the short term that could alter 
overall spending growth. There are two broad ways of approaching these changes. 
The first is to apply an across-the-board reduction in the level of the update factors 
that determine how fast payments for each unit of service rise. The Medicare program 
periodically applies an update factor to the base payment amount for hospitals, skilled 
nursing facilities, home health agencies, and other providers. A similar reduction in 
update factors for all facilities could be seen as being fair, in that all providers will 
contribute to the slowing of Medicare spending growth. This approach, however, may 
fail to recognize the special needs of certain types of providers that Medicare patients 
rely on. Accordingly, a second approach could target slowdowns In payment growth 
to specific groups of facilities through differential payment updates or through 
refinement of other payment policies that target these facilities. 

I now would like to turn to several specific suggestions on possible changes in 
Medicare payment policies. 

PPS HOSPITALS 

Medicare payments for Individual PPS hospitals reflect both capital and operating 
expenses. For operating expenses, hospitals receive a payment based on the 
hospital's location and the assigned diagnosis-related group (DRG) plus additional 
payments if the hospital qualifies. These include special payments to teaching 
hospitals and hospitals that serve large numbers of low income individuals. PPS 
hospitals also receive additional payments for their capital costs and, for teaching 
hospitals, the direct costs of graduate medical education programs. PPS spending 
can be constrained by controlling increases In the base payment rate, the individual 
payment adjustments, capital payments, or a combination of approaches. The route 
that you choose to slow spending growth will Impact hospitals differentially, depending 
on their current level of overall Medicare payments and the degree to which they rely 
on the additional payments. Many of the options that I am going to discuss would 
affect the same groups of hospitals, and therefore the impact on access to care for 
Medicare beneficiaries of the total package of spending changes also must be 
carefully assessed. 

Limiting the Increase in the PPS Update Factor 

Since the third year of PPS, the increase in the annual update factor has been less 
than the rise in the market basket index that measures the rate of inflation in the 
prices of goods and services hospitals purchase. Inpatient hospital payments per 
case, however, have grown somewhat faster than the market basket as hospitals 
submitted bills for more complex and costly patients (see Chart 3). Until recently, 
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however, hospital costs have grown even faster than payments. As a result, hospital 
PPS margins (or profits) have been negative since 1990 (see Chart 4). 

The overall financial effect of Medicare’s update policies is related to hospitals' 
ability to reduce cost growth or to obtain additional revenue. Until recently, instead of 
reducing costs as Medicare (and Medicaid) constrained payments, hospitals 
responded by increasing revenues from private payers. Consequently, in 1992 
hospitals spent $26 billion more than they received from public payers for the costs of 
furnishing services to Medicare. Medicaid, and uninsured patients. In the same year, 
they received $29 billion more from private payers than their costs of providing care to 
privately insured patients. 

More recently, increasing price competition in the health care market place is 
affecting the ability of many hospitals to obtain excess revenues from private payers to 
subsidize losses from government programs. Many hospitals are responding to these 
market pressures by reducing costs. Hospital cost growth began to fall dramatically in 
late 1992, and the decline is continuing (see Chart 5). Prior to 1993, real hospital 
costs per case-that is, adjusted for inflation-were growing about 4.7 percent annually. 
In 1993, this rate dropped to 1.7 percent. This downward trend continued in the first 
nine months of 1994, with the change in real costs actually becoming negative. 

This dramatic decline in cost growth must be considered as Medicare determines 
its update policies. Current law sets the PPS update factor at 2 percentage points 
less than the market basket for fiscal year 1996. The update factor is scheduled to 
increase by the market basket minus 0.5 percentage points in 1997 and by the full 
market basket in 1998. If the current cost slowdown continues, the updates scheduled 
under current law would be higher than anticipated cost increases. 

Consequently, you may wish to continue with an annual update factor at 2 
percentage points less than the market basket beyond 1996. You could then examine 
this factor each year and adjust it further if hospital cost reductions continue. 

Currently, the financial condition of the average hospital continues to be good, 
although many individual hospitals are experiencing financial distress. A number of 
these hospitals treat large numbers of Medicare beneficiaries, as well as Medicaid and 
uninsured patients. These facilities have a limited ability to obtain surplus revenues 
from private payers to cover losses from the care of their other patients. The effects 
on Medicare beneficiaries served by these hospitals, therefore, must be considered as 
we examine alternative ways to slow spending growth. 

Reducing Differences in Base Payment Amounts 

The payment each PPS hospital receives for each case is determined by the 
hospital's standardized payment amount (SPA) and the relative weight of the assigned 
DRG (diagnosis-related group), together with certain adjustments and additional 
payments. When PPS was implemented, there were two standardized payment 
amounts, one for rural areas and one for urban areas. Subsequently, Congress split 
the urban hospitals, creating one SPA for hospitals located in metropolitan statistical 
areas (MSAs) with populations of 1 million or more (called large urban areas), and 
another SPA for all other urban hospitals. In fiscal year 1995, the difference between 
the large urban and the other urban SPAs is about 1.6 percent. 

In OBRA 1990, Congress mandated a phase-out of the differential in the SPA 
between rural and other urban hospitals. This phase-oul was completed in 1995. 
Consequently, there are now only two SPAs, one tor large urban areas and one lor all 
other areas. Congress could consider phasing-out the differential between the large 
urban and the other standardized amounts. This differential was put in place in the 
early years of PPS, to recognize the slightly higher costs of hospitals located in large 
urban areas. Since thal time, many of these hospitals have benefitted from increases 
in the disproportionate share adjustment and from the teaching adjustment. Payments 
to these hospitals account for 53 percent of all PPS payments (see Chart 6). They 
also receive 74 percent of IME payments and 61 percent of DSH payments. In 1992, 
their PPS margins were a full percentage point better than that for all hospitals 
combined (see Chart 7). It also should be recognized, however, that because of the 
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patient populations many of these large urban hospitals treat, their total margins were 
less than average. 

Reducing Growth in Payments for Medicai Education 

The Medicare program provides extra payments to hospitals with graduate medical 
education programs. There are two types of these payments. First, teaching 
hospitals receive an adjustment to their PPS payments to reflect the added patient 
care costs associated with operating a teaching program. This indirect medical 
education (IME) adjustment will account for about 5.3 percent of total PPS operating 
payments in fiscal year 1995, or about $3.7 billion. Medicare also pays teaching 
hospitals an additional amount, separate from the PPS payments, for the direct costs 
of maintaining graduate medical education programs. These payments (referred to as 
GME payments) cover resident salaries and benefits, the salaries of supervising 
physicians, office space, and other overhead. These payments are expected to total 
$1.4 billion in 1995. I will first discuss the IME adjustment and then return to GME 
payments. 

The amount of the IME adjustment depends on a hospital's leaching intensity, 
measured by the number of interns and residents per bed. Currently, payments 
increase about 7.7 percent lor each 10 percent increase in teaching intensity. Each 
year, ProPAC estimates the relationship between teaching intensity and standardized 
Medicare operating costs per discharge. The most recent analysis indicates that, on 
average, a 1 0 percent increase in teaching intensity is associated with a 4.5 percent 
increase in Medicare operating costs per discharge. 

As we have reported to you previously, since PPS began, the Medicare program 
has more than adequately compensated teaching hospitals for the costs of treating 
Medicare patients. In 1992 major teaching hospitals, those with 25 or more interns 
and residents per 100 beds, had the highest PPS margins of any group of hospitals. 
Their total margins, however, were among the lowest of any group, related in part to 
the large amount of uncompensated care many of these hospitals furnish. The PPS 
and total margins for other teaching hospitals were similar to the average for all 
hospitals. 

This year, as we have for several years, we are recommending a reduction in the 
IME adjustment. We recommend lowering the adjusimeni in 1996 from 7.7 percent to 
6.7 percent lor each 10 percent rise in the number of interns and residents per bed. 
This is equivalent to a 13 percent reduction in the amount of IME payments. This 
reduction is the first phase of a three year plan which will bring the teaching 
adjustment in line with the amount our analyses suggest is appropriate. We have 
chosen this phasing approach to allow teaching hospitals time to adjust to the large 
reduction in payments this would represent. The Commission also is concerned that 
accelerating price competition in the private sector is reducing the ability of teaching 
hospitals to obtain the higher patient care rates from other payers that traditionally 
have contributed to financing the costs of medical education. While we are not 
suggesting that all of these costs should continue or that all of the current payments 
are necessary, we believe that this country should also consider an alternative 
financing system for graduate medical education. 

As I indicated, Mr. Chairman, Medicare also pays teaching hospitals a share of the 
direct costs of maintaining graduate medical education programs. These GME 
payments are based on a hospital's per resident costs in a base year, updated to the 
current year. Hospital-specific per resident costs in 1990 ranged from less than 
$10,000 to more than $100,000, Consequently. Medicare per resident payments also 
vary widely across leaching hospitals. Payments also differ if the resident is in an 
initial residency or in a second residency, or in a primary care or specialty program. 
GME payments have increased in recent years, as the number of residents has 
grown. 

There are a number of ways Congress could slow the growth in spending for GME. 
For example, it is not clear that the value to Medicare of the increasing number of 
residents is worth the cost. One approach would be to set a cap on total GME 
payments related to the number of residents in a base year. If the number of 
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residents increases, then payments per resident would be reduced to keep the pool 
constant. 

As I noted, there are large variations in per resident payments across teaching 
programs. Another option, therefore, is to set an upper limit on the amount o1 the 
payment per resident. The annual update in per resident payments could also be 
reduced for specialty residents or for all residencies. In addition. Medicare could 
restrict payment to only one period of residency training or to a certain number of 
years of training. 

Targeting Payments to Disproportionate Share Hospitals 

Hospitals that treat a disproportionate share of low income patients also receive an 
adjustment to their PPS payments. Many of these hospitals experience difficulties 
recruiting physicians and other staff, meeting the special needs of their patients, and 
obtaining sufficient revenue to cover the costs of caring for large numbers of 
individuals without insurance. The DSH adjustment is intended primarily to help 
assure access to care for Medicare beneficiaries who rely on these hospitals. In 
contrast to the IME adjustment, the DSH adjustment is not closely tied to additional 
Medicare operating costs per discharge, except for large urban hospitals. 

in the Omnibus Budget Reconciliation Acts (OBRA) of 1989 and 1990, Congress 
substantially increased the amount of DSH payments. In 1989, these payments were 
$1.1 billion, representing 2.4 percent of PPS operating payments. In 1994, they are 
expected to be $3.4 billion and to account for 5.1 percent of PPS payments (see Chart 
8). In 1995, DSH payments will rise to an estimated $3.7 billion. 

Some hospitals, however, benefit from these extra payments without bearing the 
same burden in terms of financial losses as other hospitals. For example, 
disproportionate share hospitals in large urban areas have the lowest average total 
margin and the highest share of negative margins of any group of hospitals. In 
contrast, disproportionate share hospitals in other urban and rural areas have much 
higher than average total margins. 

One approach the Congress can consider is scaling back the substantial 
expansions in DSH payments that were enacted in 1989 and 1990 and better 
targeting the available funds to those hospitals with the largest share of low income 
patients that are essential to maintain access for Medicare beneficiaries. 

Targeting Payments to Sole Community Hospitals 

Sole community hospitals (SCHs) are considered to be the main source of care for 
a geographically isolated population. SCHs are paid the higher of the applicable PPS 
payment or their hospital-specific costs In 1982 or 1987, updated to the current year. 
About 60 percent of SCHs currently receive payment based on their hospital-specific 
base year costs. In addition, other Medicare policies allow many of these hospitals to 
qualify for DSH payments under policies applicable to urban hospitals. 

About 600 hospitals are designated as SCHs. The PPS margins for these 
hospitals have increased substantially as a result of recent changes in Medicare 
policies. The overall financial condition of these hospitals also is better than the 
average hospital (see Chart 7). 

Many of the hospitals that receive special treatment under the SCH provisions are 
not truly isolated, because they were "grandfathered* when the current designation 
criteria were implemented. The Congress may wish to limit the special treatment (or 
SCHs to those that are truly isolated and serve as the only available hospital for 
Medicare beneficiaries residing in remote areas. 

Correcting for Capital Cost Overestimates 

The costs hospitals Incur to acquire capital were excluded from PPS when it was 
implemented beginning in late 1903. with payments continuing on a reasonable cost 
basis. In fiscal year 1992, hospitals began a 10 year transition to a fully prospective 
payment system for capital. During the transition, each hospital's capital payment is 
based on one of two methods. The determination of the method as well as the 
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amount of payment to each hospital is based in part on a comparison of each facility's 
'hospital-specific rate' {updated base year capital costs) and the adjusted 'Federal 
rate' (a national average capital cost per discharge). 

The base year capital costs were estimated using the best data available at the 
time. Similar data was also used to project the expected growth in capital costs from 
the base year to 1992, the first year of the capital transition. In fact, we now know 
that actual hospital capital costs were less in the base year than was estimated. In 
addition, the updates applied to inflate the rates to t992 also were too high. 
Consequently, both the hospital-specific rale and the Federal rate are higher than they 
would have been if actual data had been available. In OBRA 1993, Congress partially 
corrected for the overestimates by reducing the Federal rate. Both the hospital- 
specific rate and the Federal rate, however, continue to be higher thah intended. 
Congress may wish to reduce the level of both rates to bring them in line with actual 
base year costs and actual capital cost growth prior to the beginning of the transitir^n. 

EXCLUDED HOSPfTALS 

Certain specialty hospitals and distinct-part units of general hospitals are excluded 
from PPS, if they meet certain requirements. These facilities include psychiatric and 
rehabilitation hospitals and distinct-part units, as well as children's, long-term care, and 
cancer specialty hospitals. 

Each excluded provider is paid on the basis of its current Medicare allowable 
inpatient operating costs or a target amount. The target amount is based on the 
provider's costs per discharge in a base year, updated to the current year by an 
annual update factor. This payment mechanism rewards providers that keep their 
costs below the target amount and penalizes those that exceed the amount. 

From 1989 to 1993, a market basket measure of price increases was used to 
update the target amount for these facilities. In OBRA 1 993, Congress reduced the 
update factor by up to one percent for certain faciiities for fiscal years 1 994 through 
1997. 

These facilities account for a small share of total Medicare spending, although this 
share has been growing rapidly as more beneficiaries use these services. Congress 
could slow spending growth modestly by further reducing the annual update factor. 
They could also apply the reduced update to all facilities. 

HOSPITAL OUTPATIENT SERVICES 

Mr. Chairman, I would like to turn now to Medicare reimbursement for hospital 
outpatient services. Because of its rapid growth- 14 percent in 1993--hospital 
outpatient spending is an increasing share of total Medicare expenditures. For the 
past several years, the Commission has recommended a correction to the formula that 
determines hospital outpatient payments for ambulatory surgery, radiology, and other 
diagnostic services that would generate significant savings. 

Currently, hospitals are reimbursed for these services based on a formula that 
incorporates the hospital's costs and charges, and a prospective rate. Medicare 
program payments are then reduced to reflect beneficiary coinsurance. The problem, 
Mr. Chairman, is that the beneficiary coinsurance is not based on Medicare's payment 
but on each hospital's charges. Hospital charges are about two times higher than 
Medicare payments, according to HCFA estimates. Thus, the beneficiary coinsurance 
is significantly more than the traditional 20 percent of payments. Because the 
Medicare payment formula does not fully offset these higher beneficiary copayments, 
hospitals end up receiving more than Congress intended. 

While correcting this formula-driven overpayment could generate significant 
savings, ProPAC has recognized that beneficiary payments representing 50 percent or 
more of total payments also is not what Congress intended. The Commission 
believes that these amounts could be reduced by linking the coinsurance payment to 
an estimate of payments, rather than charges. We are aware that correcting this flaw 
would increase Medicare outlays and, therefore, have recommended that the savings 
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achieved by correcting the payment formula should be used to reduce the excessively 
high beneficiary copayments. 

SKILLED NURSING FACILTTY SERVICES 

Mr. Chairman. I next would like to turn to Medicare's post-acute benefits-skilled 
nursing care and home health services. The Medicare skilled nursing facility (SNF) 
benefit is intended to be an extension of a hospital stay, at a lower level of care. As I 
mentioned previously, Medicare spending for SNF sen/lces is escalating rapidly. This 
growth is related to the rising number of beneficiaries using SNF services and 
increases in the number of days per person served (see Chart 9). These increases 
are due in part to decreasing lengths of stay in the inpatient hospital setting. 

Spending growth has also increased recently due to substantial increases in average 
daily SNF reimbursement (see Chart 10). ProPAC is examining this recent growth. 

We believe it may be related to a surge in the number of ancillary services being 
furnished and billed for separately from the routine per diem payment. 

SNFs are paid their costs for routine per diem operating expenses, subject to a 
limit. A separate payment is made to cover capital costs. In addition to these 
payments, skilled nursing facilities receive reasonable costs (without limits) for the 
ancillary services provided to patients receiving SNF-level care. They also may bill 
under Part B of Medicare for ancillary services furnished to inpatients who have 
exhausted Part A benefits or to outpatients. 

Currently, free-standing skilled nursmg facilities are paid the lower of their costs or 
112 percent of the average per diem costs for urban or rural providers during a base 
year period. Hospital-based facilities receive a higher limit that is based on a 
combination of the free-standing limit and 112 percent of the average costs for all 
hospital-based facilities. These limits are periodically updated. 

OBRA 1993 froze the SNF cost limits for fiscal years 1994 and 1995. Congress 
could continue to freeze or limit the increase in per diem cost limits for these facilities. 
An alternative is to reduce the cost limit level from the current 112 percent to a lower 
amount. Another option to slow spending growth would be to reduce or eliminate the 
differential between hospital-based and free-standing limits. I need to note again, Mr. 
Chairman, that while these changes would slow the growth in per diem payments, 
they would have little impact on the increase In utilization that is primarily responsible 
for driving up spending. We will provide you with the findings from our examination of 
the increasing ancillary usage as soon as possible. 

HOME HEALTH CARE 

Home health services are the fastest growing spending category in the Medicare 
program. As I mentioned earlier, increases In the number of beneficiaries who use 
this benefit and the number of services they receive are responsible for almost all of 
this growth (see Chart 11). The number of beneficiaries using this benefit has 
doubled over the past 10 years. In addition, the average number of services used by 
each of these individuals has increased by almost one-fourth in just the last two years. 

To qualify for the home health benefit, beneficiaries must be confined to the home, 
be under the care of a physician who prescribes home care, and require either 
intermittent skilled nursing or physical therapy services. Prior to OBRA 1980, 

Medicare required beneficiaries to have been in the hospital for a minimum of three 
days prior to receiving the home health service. Medicare also limited the number of 
visits to 100 per year. Since then, there has no! been a hospitalization requirement or 
a limit on the number of visits a beneficiary may receive. 

Medicare reimburses home health agencies their costs for the services they 
provide, subject to a limit. Each of the six t^es of services has a separate limit that 
is based on 1 12 percent of the mean cost per visit for all providers. An aggregate 
limit is then set for each agency that equals the limit for each type of service multiplied 
by the number of visits of each type provided by that agency. Separate limits are set 
for rural and urban providers. The cost limits are updated annually using the home 
health marf<et basket and adjusting labor costs by the current hospital wage index. As 
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you can see, Mr. Chairman, this reimbursement scheme encourages these facilities to 
increase the number of visits they provide. 

Over the past several years. Congress has attempted to rein in spending for home 
health care. The cost limits have been reduced from 120 percent to 1 12 percent of 
the mean cost per visit, the annual increases in the limits were frozen for fiscal years 
1994 and 1995, and the administrative and general add-ons for hospital-based 
providers were eliminated. 

While the Congress could reduce the cost limits per visit from 112 percent of the 
mean to a lower limit or continue to freeze or restrain the annual update, these actions 
will not address the fundamental factor driving spending growth, which is the increased 
utilization of services. 

Similar to the Medicare SNF benefit, home health care was intended originally to 
be a post-acute benefit. Congress could change the current nature of (he benefit and 
return to the policies that were In place prior to the 1980 law. That is. it could place a 
limit on the number of visits that a beneficiary could receive. Alternatively, a more 
formal managed care system could be developed to accomplish this goal. In 1992, 

6.3 percent of all Medicare beneficiaries used home health services. The average 
number of visits per person was 54, although half of the beneficiaries used less than 
25. On the other hand, almost 18 percent of the users had more than 100 visits and 
10.8 percent of the users had over 150 visits (see Chart 12). 

Congress also could return to the prior hospitalization requirement for beneficiaries 
to be eligible to receive home health services. Because the use of this benefit is 
growing so rapidly, it is difficult to get good data on the number of beneficiaries that 
have a hospitalization prior to using home health services. An analysis by ProPAC 
using 1990 data indicated that about 40 percent of users did not have a hospital stay 
within 30 days. A more recent analysis by HCFA Indicated this proportion had 
increased to about 70 percent. 

A final option that has been previously considered is to institute a copayment. 

Unlike hospital, nursing facility, or physician services, the beneficiary does not have 
any responsibility to share in the rapidly growing costs of this benefit. If Congress 
were to consider this option, there would be other questions to address. These 
include determining the amount of the copayment and whether it would apply from the 
first visit or after a certain number of visits. 

The average reimbursement per home health visit in 1994 is estimated to be about 
$63. A copayment of 10 percent from the first day for 100 visits would total $630. 

This amount is less than the deductible for an inpatient hospital slay in 1994. If 
Congress decides not to require a prior hospital stay, an alternative would be to 
require a copayment only for users who did not have a prior stay. 

MEDICARE MANAGED CARE 

As I have described, much of the growth in Medicare spending is due to increases 
in service use inherent in Medicare's fee-for-service policies. While some of the 
growth can be slowed by tightening up on current policies, other approaches are 
necessary in the long term. Increasingly, private sector payers are turning to 
managed care as a way of controlling their rising health care expenditures. Managed 
care plans rely on a limited number of providers and capitated payment rates to 
manage both the price and volume of services. 

Medicare offers beneficiaries the option of enrolling in a risk-based managed care 
plan that is similar to private sector managed care. Overall enrollment in these plans 
has risen slightly since the late 1980s. from 3 percent of the Medicare population in 
1988 to almost 5 percent in 1994 (see Chart 13). While these figures lag behind the 
19 percent enrollment rate In the general population, in several slates, such as 
California and Arizona, almost 25 percent of Medicare beneficiaries are enrolled in risk 
plans. At the other end of the spectrum, states such as Alabama and Mississippi 
have virtually no Medicare managed care. 

The Medicare risk program has the potential to reduce Medicare spending. Under 
its risk program, Medicare pays plans 95 percent of fee-for-service payments in a local 



36 


area. In addition, volume is controlled because Medicare pays a fixed amount for 
each enrollee, regardless of the number or type of services delivered. 

Under current law, however, Medicare may be paying too much for its managed 
care program. Studies of the risk contracting program to date indicate that Medicare 
savings have not been realized. The reasons are complicated, but relate to the 
methodology used by Medicare to pay managed care plans (including the absence of 
an adequate way to measure risk and set appropriate levels for the capitated rates) 
and the ability of plans to enroll healthier individuals. In addition, the requirement that 
all Medicare beneficiaries be allowed to disenroll from a plan with 30 days notice 
opens the possibility that enrollees will stay in a plan until they get really sick and then 
switch to the fee-for-service system to obtain maximum flexibility to choose their 
providers. This legal mandate also impairs the continuity of care offered by a plan. 
ProPAC is currently analyzing a number of these issues, including the Medicare 
payment formula and its relationship to private sector payment levels. 

Managed care represents a fundamental change in the way Medicare services are 
delivered and paid. Currently, beneficiaries have a large choice of providers who are 
paid on a fee-for-servtce basis. While managed care controls volume-related 
spending increases, it also limits beneficiary choice as to the number of participating 
providers. Increasingly, however, beneficiaries are choosing this option and the 
satisfaction rate among those who choose managed care is very high. Other policy 
changes are needed to enhance the attractiveness of this program. The Commission 
believes that enhancing the opportunity for Medicare beneficiaries to select managed 
care and improving its payment methods has the potential to slow Medicare spending 
growth and to improve the quality of care for beneficiaries. 

CONCLUSIONS 

Mr. Chairman, today I have suggested a number of areas that the Congress could 
consider for reducing Medicare spending growth in the short term. These approaches 
parallel past practices of modifying the payment level for specific services furnished by 
specific providers. I must caution, however, that the Medicare program may be 
nearing the limits of Its ability to slow spending increases using these methods. Over 
time new strategies are necessary to control increases in the volume of services that 
are characteristic of fee-for-service payment systems. Managed care may be one 
option. The challenge is to make short-term adjustments that will set the stage for 
these long-term goals and strategies. 

The Commission would be pleased to work with you and your staff as you struggle 
with both short and long-term options for controlling the growth in Medicare spending. 
This completes my testimony, Mr. Chairman. 1 would be pleased to answer any 
questions you and the members of the Subcommittee have. 
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Chart 1. Real Change in Medicare Expenditures Per Enrollee 
and Private Health Insurance Per Member, 1979-1993 
(In Percent) 


10 


6 


6 

Percent 

4 


2 


0 

1979-1983 1983-1987 1987-1991 1991-1993 



Years 

SOURCE: ProPAC analysis ol data from the Health Care Financing Administration, Office of the Actuaiy. 


Chart 2. Medicare Benefit Payments, by Sector, 1991 and 1993 
(In Miliions) 


Sector 

1991 

Expenditures 

1993 

Expenditures 

Share of 
Total 

Annual 

Percent 

Change 

199M993 

Total Medicare benefits 

$120,497 

$151,101 

100.0% 

1 1 .8% 

Hospital inpatient 

65.123 

79,012 

52.3 

10.1 

Hospital outpatient 

8.342 

10,897 

7.2 

14.3 

Physician 

31.380 

34,817 

23.0 

5.3 

Home health 

5.695 

10.862 

7.2 

38.1 

Nursing home 

2,859 

6,124 

4.1 

46.4 

Other 

7,096 

9,388 

6.2 

15.0 


SOURCE: ProPAC analysis ot dala from the Health Car© Financing Administration. Office ol the Actuary. 
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Chart 3. Annual Increase in Actual Market Basket and PPS 

Payments and Costs Per Case, First Nine Years of PPS 



Chart 4. PPS Margins for All Hospitals, First Ten Years of PPS 
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Chart 5. Annual Change in Hospital Cost Per Adjusted 
Admission 


Percent 

Change 



Note: Value for January to September 1994 compared with same months in 1993. 
SOURCE; American Hospital Association National Hospital Panel Survey. 


Chart 4. Distribution of PPS Hospitals, Discharges, and Payments by Hospital Group, FY 1M4 


Hospital Group 

Number Of 
Hospitela 

Percent of 
Discharges 

Pereent oi 
Payments 

Total 

Payments (In BiBions) 
IME 

DSH 

AJI hospitals 

S.2S1 

100% 

100% 

166.0 

13.8 

»34 

UitMn 

2.932 

80 

87 

57.S 

3.7 

3.2 

Rural 

2.319 

20 

13 

8.S 

0.0 

0.2 

Large uitwn 

1.609 

45 

53 

35.2 

2.8 

2.1 

Othar urban 

1.323 

35 

34 

22.3 

0.9 

1.1 

Rural referral 

246 

7 

5 

3.4 

0.0 

0.1 

Sole community 

576 

3 

2 

1.4 

0.0 

0.0 

Other rural 

1,497 

10 

6 

3,7 

0.0 

0.0 

Mafor tHkChing 

229 

to 

17 

11.2 

2.4 

1.1 

Other leaching 

601 

32 

34 

22.8 

1.4 

1.1 

Norvteaching 

4.221 

59 

49 

32.1 

0.0 

1.1 

OSH laige urban 

727 

21 

28 

18.6 

2.0 

2.1 

DSH other urban 

621 

19 

19 

12.8 

0.7 

1.1 

OSH rural 

458 

5 

4 

2.4 

0.0 

0.2 

Non-OSH 

3,445 

55 

49 

322 

1.1 

0.0 

IME and OSH 

609 

24 

32 

21.1 

2.7 

2.2 

IME only 

421 

18 

19 

12.9 

1.1 

0.0 

OSH only 

1.197 

22 

19 

12.7 

0.0 

1.1 

No IME or OSH 

3.024 

37 

29 

16.4 

0.0 

0.0 

New Englarrd 

225 

6 

6 

4.1 

0.4 

0.1 

Midde ABantic 

538 

17 

20 

13.2 

1.2 

0.8 

South Atlantic 

749 

17 

16 

10.6 

0 4 

0.6 

East North Central 

804 

18 

17 

11.3 

0.8 

0.4 

East South Central 

459 

6 

7 

4.4 

0.1 

0.3 

West North Central 

742 

8 

7 

4.8 

0.3 

0.1 

West South Central 

740 

10 

9 

6.1 

0.2 

0.4 

Mountain 

348 

4 

4 

2.7 

0.1 

0.1 

Pacific 

646 

11 

13 

8.6 

0.3 

0.6 

Voluntary 

3,006 

74 

76 

50.0 

3.0 

2.2 

Proprtetary 

751 

12 

11 

7.1 

0.1 

0.3 

Uiban government 

434 

8 

10 

6.4 

0.7 

0.7 

Rural government 

1,024 

6 

4 

2.4 

0.0 

0 1 


SOURCE: ProPAC Mlimatss based on PnoPAC PPS payment model and fiscal year 1992 MedPAR file from data from (he 


Health Care Finarwing Adeinistration. 
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Chart 7. PPS Operating Margins and Total Hospital Margins, by 
Hospital Group, 1992 (In Percent) 


Hospital Group 

PPS 

Margin 

Percent w/ 
Negative 
Margin 

Total 

Margin 

Percent w/ 
Negative 
Margin 

All hospitals 

-2.3% 

59.4% 

4.3% 

25.7% 

Urban 

-2.2 

61.6 

4.1 

28.2 

Rural 

-3-0 

56.7 

5.0 

23.7 

Large urban 

-1.3 

59.3 

3.5 

25.9 

Other urban 

-3.6 

64.3 

5.2 

21.1 

Rural referral 

-0.1 

49.2 

6.3 

12.0 

Sole community 

-1.1 

49.7 

5.0 

28.0 

Other rural 

-5.6 

60.8 

4.2 

30.6 

Major teaching 

8.6 

24.4 

3.0 

25.5 

Other teaching 

-2.4 

59.9 

4.3 

23.2 

Non-teaching 

-6.0 

61.2 

4.8 

26.2 

Disproportionate share: 

Large urban 

4.2 

45.5 

2.8 

30.8 

Other urban 

-1.4 

58.2 

5.3 

17.9 

Rural 

-1.2 

47.5 

6.8 

20.1 

Non-disproportionate share 

-7.0 

64.7 

4.6 

27.1 

Payment adjustments: 

IME and OSH 

4.5 

41.8 

3.5 

26,0 

IME only 

-5.1 

68.6 

4.6 

19.8 

DSH only 

-3.1 

54.6 

4.9 

22.2 

No IME or DSH 

-8.3 

64.1 

4.7 

28.0 

Voluntary 

-2.5 

60.8 

4.0 

24.1 

Proprietary 

-2.1 

54.6 

5.7 

27.6 

Urban government 

0.9 

57.4 

4.5 

25.7 

Rural government 

-5.4 

58.7 

5.1 

30.6 


Note; Data for hospital cost reporting penods beginning during Federal fiscal year 1 992 Excludes 

hospitals in Maryland and other hospitals with waivers trcm PPS. IME » indirect medical education. 
OSH 3 disproportionate share. 


SOURCE: ProPAC analysis of Medicare Cost Ftepoil data Irom the Health Care Financing Administration. 


Chart 8. Medicare Indirect Medical Education (IME) 

and Disproportionate Share (DSH) Payments, 
1989-1994 (In Billions) 


Fiscal 

Year 

IME Payments 

DSH Payments 

Amount 
(In Billions) 

Percent of 
Total PPS 
Payments 

Amount 
(In Billions) 

Percent of 
Total PPS 
Payments 

1989 

$2.2 

4.8% 

$1.1 

2.4% 

1990 

2.5 

5.3 

1.6 

3.3 

1991 

2.9 

5.5 

2.2 

4.1 

1992 

3.1 

5.7 

2.2 

4.0 

1993 

3.7 

5.6 

2.7 

4.1 

1994 

3.8 

5.7 

3.4 

5.1 


SOURCE; Prospective Payment Assessment Commis^on, Medicars and the American 
Heatth Care Sj^em Report to the Congress. June 1969, 1990, 1991 . 1992, 
1993, and 1994. 
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Chart 9. Medicare Skilled Nursing Faciiity Utiiization, 
1980-1994 


Year 

Persons Served 

Days 


Number 
(In Thousands) 

Per 

1,000 

Enrollees 

Number 
(In Thousands) 

Per 

Person 

Served 

1980 

257 

9 

8,645 

33.6 

1981 

251 

9 

8.518 

33.9 

1982 

252 

9 

8,814 

35.0 

1983 

265 

9 

9.314 

35.1 

1984 

299 

10 

9.640 

32.2 

1985 

314 

10 

8.927 

28.4 

1986 

304 

10 

8,160 

26.8 

1987 

293 

9 

7.445 

25.4 

1988 

384 

12 

10,667 

27.8 

1989 

636 

19 

27,780 

43.7 

1990 

638 

19 

25,200 

39.5 

1991 

671 

20 

23.700 

35.3 

1992 

785 

22 

28,960 

36.9 

1993 

870 

24 

34.437 

39.6 

1994' 

925 

25 

36,865 

39.9 


* Estimated 

SOURCE; Heatth Care Financing Administration, Office of the Actuary. 


Chart 10. Skilied Nursing Faciiity Reimbursement Per 
Day 


Year 

Reimbursement 

Annual Rate 
of Increase 

1980 

$47.5 

_ 

1982 

55.8 

8.4% 

1984 

58.2 

2.1 

1986 

70.9 

10.4 

1988 

86.7 

10.6 

1990 

98.4 

6.5 

1992 

148.1 

22.7 

1994* 

207.3 

18.3 


* Projected 

SOURCE: Heatth Care Financing Administration, Office of the Actuary. 
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Chart 1 1 . Medicare Home Health Care Utilization, 
1980-1994 


Year 

Persons Served 

Visits 


Number 
(In Thousands) 

Per 

1,000 

Enrollees 

Number 
(In Thousands) 

Per 

Person 

Served 

1980 

726 

26 

16,322 

22.5 

1981 

948 

34 

22,688 

23.9 

1982 

1,154 

40 

30,628 

26.5 

1983 

1,318 

45 

36,898 

28.0 

1984 

1,498 

50 

40,422 

27.0 

1985 

1,549 

51 

39.449 

25.5 

1986 

1,571 

51 

38,000 

24.2 

1987 

1,544 

49 

35.591 

23.1 

1988 

1,582 

49 

37.132 

23.5 

1989 

1,685 

51 

46,199 

27.4 

1990 

1,940 

58 

69,565 

35.9 

1991 

2,223 

65 

100.044 

45.0 

1992 

2,523 

72 

134.844 

53.4 

1993 

2.900 

81 

173,953 

60.0 

1994* 

3.220 

88 

209,149 

65.0 


’ Estimated 

SOURCE: Heatth Care Rnartcing Administration. Ollice of U)e Actuary. 


Chart 12. Distribution of Visits Across All Home Health 
Users, 1992 (In Percent) 


Number of Visits 

Percent of Users 

1-20 

45.2% 

21-40 

19.2 

41-60 

8.9 

61-80 

4.6 

81-100 

4.4 

101-125 

4.1 

126-150 

2.8 

151-175 

2.2 

176-200 

2.3 

Over 200 

6.3 


SOURCE: Health Care Rnancing AdministFation. Office of Research and Development. 
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Chairman Thomas. Thank both of you very much. And, obvi- 
ously, we have gone far beyond the usual 5-minute rule. But the 
points that you gentlemen have made after many years of examin- 
ing the system in terms of alternatives, I believe are extremely im- 
portant in enlightening and la^ng the groundwork for the addi- 
tional panel members who will be held to the 5-minute rule and 
the members. 

According to my notes, the first member to inquire will be Mr. 
Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

Maybe both of you can address this a little further. 

Volume increase seems to be the primary problem, as both of you 
clearly pointed out. Mr. Altman, you gave a couple reasons in the 
home health care and skilled nursing care, but maybe you can go 
further into some of the other underling reasons why we are see- 
ing such a tremendous increase in the volume. You mentioned it 
wasn’t necessarily the increase in the age of the population, but 
what are some other reasons for this increase in the volume? 

Mr. Altman. We have had some subtle and some not-so-subtle 
changes in coverage rules over the last several years, partly gen- 
erated by court decisions that required the Medicare program to 
liberalize their definition of who qualifies for home care, as well as 
freeing up the ability to go into a skilled nursing facility and stay 
there. I would think that, as much as anything, has led to the 
growth in the home care and skilled nursing care. 

And, as I said, it was generated by the courts that said, basically, 
Medicare could not put in the restrictions that it had previously 
had. And so it sort of opened up the floodgates to the ability of indi- 
viduals who — I am not saying they don’t need it. The question is 
whether the need was as strong or is as strong as it might be, 
given the fact that this is an expensive service. 

Chairman Thomas. Dr. Eisenberg, could you address the rest of 
the system as well, some of the gro^h in volume? 

Dr. Eisenberg. As we have looked at this, we have described 
seven different reasons for the volume increasing. One of them — 
two of them I have mentioned. One is the increase in the number 
of beneficiaries, 1.5 to 2 percent per year; the second is the increas- 
ing in the aging of the population. That is about 1 percent. The 
substantial part of the increase we believe has to do with the serv- 
ices that result from incentives in the fee-for-service payment sys- 
tem. 

The third factor is the way in which the payment system is still 
constructed. Even though we are moving away from it, it is a sys- 
tem which pays more relatively for providing procedural services 
than for not providing those services. And so there is an incentive 
for physicians to provide those services just because of the way in 
which the rewards are set up in the fee-for-service system. 

The fourth reason, which is related to that, is that physicians are 
able to increase the demand for their services — it is called induced 
demand — if they believe that more services might be justified or 
even if they are questionable. And in an unconstrained fee-for- 
service world, that has been a factor that has led to increases. 

Technology is another. Technology cuts both ways, interestingly. 
We believe that one of the reasons why the rate of increase re- 
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cently has been slowed is because of technological changes that 
have occurred in prostate surgery and cataract surge^, which have 
led during the past few years to a decrease in expenditures. 

So technology can cut both ways, but usually it is a driver for 
increased volume. And a careful look at that technology and the 
way in which it is disseminated and the way in which it is used 
we believe could address that factor — ^for example, guidelines on 
appropriateness or outcomes research. 

Another factor has to do with consumer cost sharing. At present, 
most Medicare beneficiaries have some kind of a Medigap policy 
and pay very little out of pocket. We are concerned about striking 
the right balance between not having beneficiaries liable for large 
expenditures that would bankrupt them, but on the other hand, 
having some fiscal responsibility on the part of the recipient. 

Mr. Ensign. We have heard a lot about Medisave accounts in the 
context of the Medicare population. Do you see any way that the 
Medisave accounts can be incorporated into the Medicare popu- 
lation so there is incentive for them to shop? 

Dr. Eisenberg. I think that the concept of the MSA, which en- 
ables the individual to put aside a certain amount of money so that 
the discretionary expenses which I am alluding to could come out 
of their own pocket, would probably be beneficial in that it would 
give them a deeper pocket effectively to pay for those expenditures, 
so long as there is some — we want to eliminate the possibility of 
catastrophic expenses or large expenses for those individuals. 

It would take some time to build up an MSA that would be capa- 
ble for paying for one hospitalization or one large procedure, so 1 
think we woind need to look with you at what the size of that MSA 
would be and what the risk ought to be, what the power ought to 
be, where the individual is protected against larger expenditures. 
I think it would be helpful. 

Mr. Ensign. Thank you, Mr. Chairman. 

Dr. Eisenberg. The last factor is the overcapacity of the system. 

Mr. Ensign. Themk you, Mr. Chairman. 

Chairman Thomas. Thank you. 

Mr. Stark will inquire. 

Mr. Stark. Thank you, Mr. Chairman. 

I would like to thank the witnesses. I just wanted to talk a little 
bit here about the numbers and the growth, just to make sure that 
we are all reading from the same page. 

I’d like to ask Dr. Eisenberg and Dr. Altman both, it is my un- 
derstanding that in the period from 1984 to 1993, as a comparison 
of private health insurance versus Medicare per enrollee, the an- 
nual rates of growth were lower for Medicare to hospitals, 6.1 to 
7.7. 

Do you agree with that Dr. Altman? 

Mr. Altman. If you go from the full period from 

Mr. Stark. 1984 to 1993, the annual rates of growth. 

Mr. Altman. I think if you added all them in, those three periods 
we have in chart 1. 

Mr. Stark. I am just quoting from Bruce Lattig’s stuff here from 
Health and Human Services on the annual rates of growth for pri- 
vate health insurance versus Medicare per enrollee. 

Mr. Altman. Is that for all services? I don’t have 
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Mr. Stark. Let me say that again. It is for hospital. 

Mr. Altman. Yes. I don’t think there is any question that on the 
hospital side, the growth rate for Medicare — over that whole period 
has been less. 

Mr. Stark. Thank you, and the same thing is true for physician 
reimbursement. Dr. Eisenberg. I have 7.9 percent for Medicare ver- 
sus 11.2 percent for private. 

Does that ring correct with you? 

Dr. Eisenberg. 11.2 percent in which period? 

Mr. Stark. 1984 to 1993, the last 10-year period for which we 
have numbers, that the private health insurance versus Medicare 
per enrollee, that the growth in expenditures was 7.9 percent for 
Medicare and 11.2 percent for private insurance. 

Does that comport with your figures? 

Dr. Eisenberg. It sounds right. I don’t have the data in front of 
me. 

Mr. Stark. What I am trying to do here is just reclaim a little 
of Medicare’s rightful credit for being what I will call the most effi- 
cient health reimbursement system in the United States today. 

I want to take it a piece at a time. There are some flaws, no 
question, but it is my understanding that the recent unusual 
growth that we have had in the last 2 years has been largely on 
the side of home health care in skilled nursing facility services, not 
in physician-hospital reimbursement. 

Would both of you agree with that premise? 

Dr. Eisenberg. Yes. 

Mr. Altman. That is true. 

Mr. Stark. So what I guess I am saying is that we have, largely 
with the help of the organizations that you two gentlemen rep- 
resent, over the last 10 or 12 years, done a pretty credible job of 
holding down the reimbursement growth for physicians and hos- 
pitals. 

There has been a lot of disagreement as to whether we are pay- 
ing rural hospitals enough or teaching hospitals enough or sur- 
geons more than primary care, and we have debated that in this 
committee for — long and loudly. 

But I do not know of an insurance or payment scheme in the 
United States that has a lower overhead than Medicare. Do either 
of you? 

Mr. Altman. Not that I have seen. 

Mr. Stark. Dr. Eisenberg. 

Dr. Eisenberg. No. 

Mr. Stark. All right. Now, you may know this or not, but I 
would further say that there is no health insurance operation that 
has a lower rate of employees to beneficiaries. 

We have around 4,500 bureaucrats, somewhat less, in HCFA and 
Medicare and in Baltimore working on Medicare, and we have 35 
million beneficiaries, and I do not know of a private operation, be 
it Kaiser Permanente or anybody, that has a lower ratio of admin- 
istrative personnel to beneficiaries. 

Do either of you know of any? 

Dr. Eisenberg. No. 

Mr. Altman. Well 

Mr. Stark. Even Georgetown, Dr. Eisenberg? 
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Mr. Altman. I think it is only fair that in doing that calculation, 
we should include the amount of money we spend for the 
intermediaries and stuff, and so we would have to look at it. 

I just don’t know what 

Mr. Stark. That includes the intermediary fees. 

Mr. Altman. Does it? 

Mr. Stark. Yes, but not the overhead, but not in the personnel. 
You are right. We do contract out. 

Mr. Altman. I just — we need to do this fairly, and I just don’t 
know. I haven’t looked at the numbers. 

Mr. Stark. The only other question that I would raise in what- 
ever limited time, and this would go to Dr. Eisenberg, is that we 
did, after a long debate, a lot of hard work and soul searching here, 
revise the manner in which we paid physicians, and it was a Re- 
publican administration that proposed the payment structure. It 
was proposed by some doctors’ groups and opposed by others. It has 
been adjusted once I think in major legislation since we put it in, 
and it is working marginally, but it is working. It is running. It 
starts on a cold morning. 

Many health insurance — private health insurance companies are 
copying it. In California, Blue Cross uses it with a resource-based 
relative value system. Do you think that we should be very cau- 
tious in amending or changing any contract with the physician 
community lest we lose our credibility in being able to work with 
them and end up like the baseball players and owners? And I ask 
that as your personal opinion as a physician. 

Chairman Thomas. In a word. Doctor. 

Dr. Eisenberg. In a word. Medicare led the way in changing 
physician payment and did so in a fashion which I think was fun- 
damental and very, very important and very salutary in improving 
physician payment and it is being picked up by the private sector. 

The question today is not, I think, whether the RBRVS needs to 
be overhauled. I didn’t hear very many people talking about doing 
that, but rather how we deal with the conversion factor and the 
rate of increase in volume so that Medicare, which led the way for 
the past 5 years, can now benefit from what is happening in the 
private sector to enjoy continued savings. 

Mr. Stark. Thank you. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you. 

Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Altman, would you agree that Congress’ attempt in 1993 to 
contain hospital costs by limiting payment increases to two points 
above the market basket may not have impinged much on hospital 
margins at all because the actual rates in hospitals did not achieve 
the rates the market basket model predicted? 

Mr. Altman. It was 2 percent below market basket. What hap- 
pened prior to this year is that Medicare has put very tight limits 
on what it pays hospitals. 

Hospitals’ costs have been able to continue to grow at their PPS 
rates because they were able to shift onto private patients higher 
and higher extra payments so the hospitals didn’t feel the pressure 
from the Medicare payments and Medicare didn’t feel it. 
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It was kind of the best of all worlds for the government. It could 
establish lower and lower rates and nobody felt it, except, of course, 
the private payers, but beginning in 1992, 1993, and particularly 
1994 and 1995, the private payers are no longer paying these high- 
er rates and so that is why we are seeing the reduction in hospital 
costs for the first time. 

Mr. Christensen. If the current hospital inflation rate remains 
what it has been, what effect do you see by limiting the hospital 
payment increase to minus 2 percent of the market? What will we 
have in the future? 

Mr. Altman. If the hospital cost structure continues on its cur- 
rent path, which is 1994, 1995, then the minus 2 percent will not 
be as serious a problem. If it would have jumped back up to what 
has existed prior to 1992, then hospitals are going to have one seri- 
ous problem. 

Mr. Christensen. You stated earlier in your testimony that 
there is a problem with the market basket index. 

Mr. Altman. Yes. 

Mr. Christensen. In terms of predicting the future prices for 
goods and services that hospitals purchase, do you have any sug- 
gestions on how we can make them more accurate? 

Mr. Altman. We have been shocked is probably too weak a word 
by the gap that has — we just did a study last month and looked 
at what was forecasted for the market basket next year and what 
actually the market basket was and that gap has gotten very wide. 

As an economist, I am sort of a little chagrined that my fellow 
economists have done such a poor job in terms of anticipating what 
has been going on in inflation. But now I can see why the bond 
market and the derivatives got into so much trouble. 

So our recommendation is we should not — we don’t need to be 
quite so futuristic and we should be adjusting, once we realize 
what the true market basket is. As it has turned out, the program 
has overpaid hospitals in the last couple of years because it used 
a market basket that was significantly higher than what true infla- 
tion was. 

But to be fair to hospitals, though, the whole procedure that the 
Congress uses by having that minus 2 percent below the market 
basket on average probably worked out OK. In other words, we sort 
of had countervailing mistakes. 

So when you look at what the hospitals actually received from 
Medicare and what it turned out to be, it is very close to what their 
true cost increases were. But I will tell you, it is a very dangerous 
way to sort of have countervailing mistakes. I would rather see us 
adjust after we realize what the true numbers were. 

Mr. Christensen. During the ranking minority member’s com- 
ments, I heard him laying the foundation for his belief that big 
government knows best how to run Medicare and should be allowed 
to take over everyone’s health care. 

It is not your philosophy that government knows better how to 
run the health care system better than the private sector, is it? 

Mr. Altman. No. 

Mr. Christensen. I didn’t think so. 

Mr. Altman. I think the balance is — you know, it is that tricky 
balance here, but for the most part — to be fair to everybody here. 
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there have been times when Medicare, as Dr. Eisenberg has point- 
ed out, where Medicare has been ahead of the game and the pri- 
vate sector borrowed from government. But the government has 
gotten behind the curve and it is way behind the curve in some 
very mmor areas. 

Mr. Christensen. We have to be reminded that the American 
people resoundingly rejected the big government philosophy on 
health care last year, and I would remind the ranking minority 
member that big government doesn’t know best when it comes to 
health care in America. 

Chairman THOMAS. Thank you. 

Mr. Lewis will inquire. 

Mr. Lewis. Thank you veiy much, Mr. Chairman. 

Let me thank members of this panel for being here this morning. 

Dr. Altman, if Congress adopts the recommendation to cut IME 
and some other requirements, what would that mean in terms of 
caring for the uninsured? Would that simply put more of the costs 
on the back of local government? If it does, then are we saving any 
money overall or simply transferring the cost? 

Mr. Altman. Mr. I^wis, we at ProPAC have been very concerned 
about both the preservation of teaching hospitals in this country 
and in making sure that there is adequate money for the uninsured 
and others in urban and rural areas. 

The question becomes whether the teaching hospitals, like every 
other sector, can reduce its costs, not cut care. I have lived in Bos- 
ton for a long time. You know that Boston is the citadel of— -let’s 
say a major — a number of major teaching hospitals in this country, 
and for a long time there was absolutely no give on their parts in 
terms of recognition that they needed to cut their costs. 

We are seeing some extraordinary things happen in Boston, 
mermng of teaching hospitals, afHliation aCTeements, cutbacks. So, 
you know, to be honest with you, I don’t know where those num- 
bers are going to come out. But I tell you, I think we can antici- 
pate, if we are tighter with that teaching adjustment, that we can 
do it without affecting negatively quality and access. I think we 
ought to monitor it very carefully. 

I don’t think we ought to be blind to this, but I don’t think we 
should just establish what used to be. We were paying those hos- 
pitals too much. So that is why we recommended reducing it in 
stages and watching to make sure that we don’t do harm, because 
we share your concerns. We really do. I do. 

Mr. Lewis. Dr. Eisenberg and Dr. Altman, can you address pay- 
ments by private managed care companies and how those pay- 
ments relate to Medicare payments? In other words, is Medicare 
paying as well, worse than, or equal to managed care in the private 
sector? 

Dr. Eisenberg. It is a — from a physician payment perspective, it 
is a moving target. The data that we have analyzed in the past 
suggests that Medicare pays somewhat less than most of the man- 
aged care programs who use the resource-based relative value 
scale. 

That is to say, their conversion factor is higher than that of 
Medicare’s, but it is changing. They are becoming much more com- 
petitive and the negotiations between the providers and the man- 
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aged care companies are leading to those conversion factors drop- 
ping further. 

So I — as I said earlier, I think at the beginning, Medicare was 
ahead and now the private sector is catching up and in many cases 
moving further ahead than the Medicare plan. 

The other issue with managed care programs is that this com- 
parison can only be made for those managed care programs who 
continue to pay physicians fee-for-service. You can’t really draw 
that same comparison when the managed care plan capitates the 
physician group, in which case it is really a different way of paying 
and can’t be compared very easily. 

Mr. Altman. With respect to hospitals, I can tell you what we 
know and then I can tell you anecdotally what we think because 
our data which runs through 1992, 1993, suggests that the private 
sector is still paying significantly more than Medicare. 

I know situations where Medicare is actually paying certain in- 
stitutions more than the private sector, particularly rural hospitals, 
disproportionate share hospitals and teaching hospitals. Not in all 
cases, not in all areas, but there are examples where Medicare has 
become the better payer. 

Mr. Lewis. This is not necessarily related to the issue that we 
are considering today, but I would like to hear the two of you re- 
spond. Wouldn’t you agree that the debate, the discussion that we 
had last year on the whole question of health care reform was a 
necessary debate and it did move the private sector on toward 
health care reform? 

Dr. Eisenberg. Well, I think first it was a very fruitful debate 
because it did lay out a number of the options, which we are still 
considering today, and in that way, was really quite constructive, 
and yes, it did move the private sector. 

I think it was in many ways a wake up call to the private sector, 
both providers and the purchasers of care, that they needed to look 
more carefully, both at the prices and at the volume of services 
that they were dealing with. 

Mr. Altman. I am a long-term-trend guy and I think most of 
what you are seeing today was started a long time ago. I am not — 
I don’t really know how much of it was a result of last year’s de- 
bate. 

I would like to think it was a positive. I have been watching the 
private sector for a long time, and I was surprised how long it took. 
I kept waiting for these numbers to come down because I have 
been part of this managed care environment in certain ways for a 
long time. 

So I don’t think there is anything that happened in 1994 and 
1995 that was totally unique. How much of it was kick started or 
expanded, I don’t know, but we are dealing with long-term trends 
that started in the seventies and more importantly in the eighties, 
I think. 

Mr. Lewis. Thank you. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you, Mr. Lewis. 

Mr. Houghton will inquire. 

Mr. Houghton. Thank you, Mr. Chairman. 
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Grentlemen, thank you very much for being here. I have got two 
categories of questions. The first is specific, three specific ques- 
tions, and if it is too difficult to answer them now, maybe you could 
just send us some answers in writing. 

The first is the Physician Payment Review Commission. If I un- 
derstand it, originally there was sort of — ^it was sort of one stand- 
ard which was suggested. Now you have two or three standards. 
Are there distortions because you have multiple standards rather 
than just the single one you had before? Now, that is number one. 

Number two, I live in New York State and New York State has 
got a couple of problems. First of all, it has been under constraint, 
because of a variety of pressures, to keep the hospital costs very 
low, and I am afraid those people who did a good job earlier may 
be suffering because of new standards which will be put on by the 
Federal Government. 

And second, in terms of managed care, it is a good idea. As a 
matter of fact, one of the heads of the Catholic hospital, a nun, had 
suggested we do away with fee-for-service. That would be the 
greatest thing that could happen to them. But if we are going to 
move on the managed care route, it is very difficult in the rural 
areas. 

So those are three specific questions, and any way you can help 
me on that, fine. And if the answers are too long, because I do have 
a more general question, then you can send some — send them in 
writing. 

Dr. Eisenberg. I will try to be brief. On the three standards, yes, 
it is a distortion, and PPRC believes that it undermines the basic 
premise of the resource-based relative value scale, and we have al- 
ways suggested that there be a single standard. And we can pro- 
vide you with more information on that. 

One of the difficulties with areas like upstate New York with re- 
gard to managed care is, number one, that you did have a lower 
rate of increase in many parts of New York — upper New York 
State, and that has made the AAPCC or the calculated amount 
that the Medicare plan will pay the managed care organizations 
lower, a serious disincentive for managed care programs to move 
into areas that had a historically successful limited rate of increase 
in their expenditures. 

And finally, with regard to rural areas, we are concerned about 
the availability of managed care in rural areas and are thinking 
through some ideas about ways in which we can make it more ac- 
cessible and would like to pursue that with you further. 

Mr. Houghton. All right. 

Mr. Altman. 

Mr. Altman. On the hospital side. New York — I am an ex-New 
Yorker and I spend a lot of time looking at New York. New York 
is unique. 

Mr. Houghton. I think your accent says that. 

Mr. Altman. Only you could pick that up. I try. Anyway, New 
York has been able to keep the price per visit or admission down, 
but the length of stay in New York is the highest in the United 
States. Admission rates to hospitals per 1,000 is the highest in the 
United States. The number of beds per person is the highest in the 
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United States. New York needs a capacity shrinkage and it is be- 
ginning to go through it. 

I think managed care is going to have a field day in New York. 
And it is beginning to — ^you can see it in the city. There is an awful 
lot of — I don’t want to say waste, but there is an awful lot of poten- 
tial for savings in New York and you are going to see it happen. 

So, Medicare — of all of the places in the United States where 
Medicare is behind, it is in New York. The difference between New 
York and California is phenomenal, and I would be glad to give you 
the data that I have on it, but you are going to see New York go 
through a veiy substantial change in the structure of its health 
care system over the next 4 or 5 years. I am sure of it. 

Mr. Houghton. I would like to have you break that down a little 
bit because there are many things 

Mr. Altman. And obviously there are different parts of New 
York. 

Mr. Houghton. Right, and the question is this. I will shoot it 
out. I am almost out of time. Are we moving in the right direction? 
How long can we continue to patch up this system? And in the 
process, are we really falling behind? I really worry about that. 

Dr. Eisenberg. I believe that what we ought to do is to try to 
develop a financing system which will provide the incentives to 
physicians and hospitals, and in the case of Medicare beneficiaries, 
to develop responsible relationships that would move toward their 
participation in integrated systems of care, and managed care will 
help us to do that. 

Some changes in the way in which we pay in Medicare will help 
us to do that, but we are not sufficiently or quickly enough moving 
in the direction of developing these systems that are integrated. It 
is happening in the private sector, but I don’t think that Medicare, 
as it is currently constructed, helps that to happen as much as it 
could. 

Mr. Altman. Mr. Houghton, I think the patchwork is not only 
Medicare. 'The patchwork is our health system. We have a gigantic 
Ponzi game going on right now where there is all this money neing 
moved aroimd. 

Teaching hospitals are being subsidized because they are not get- 
ting adequate money for research, so they are grabbing it from pa- 
tient care. For-profits get it from one sector, not-for-profits from an- 
other sector. 

The problem I see is that if you start dealing with one sector and 
you squeeze down on it, the potential for it to balloon up in another 
sector has been very real. 

Medicare was ahead of its time and then went behind its time. 
Medicare needs to become a much better managed care plan, even 
within the existing law. It can manage itself better by introducing 
some of the kind of changes that the private sector has, without 
necessarily putting it outside. 

But the fear I have is you have a delivery system which is play- 
ing against a set of inconsistent incentives and we need to be care- 
ful about that. 

Chairman Thomas. Thank you. 

Mr. McDermott will inauire. 

Mr. McDermott. Thank you, Mr. Chairman. 
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Sometimes — ^it is good to see both of you. Old friends. Sometimes 
I think your answers are a tad polite or maybe tailored to who asks 
the questions, so I want to ask a question from another point of 
view. 

Dr. Eisenberg, I want to really clarify what you said about medi- 
cal savings accounts, given the various studies that exist that show 
that widespread use of them will undermine the financing of the 
health care system because it destroys the idea of risk pool. My 
feeling is that medical savings accounts discourage use of preven- 
tive medicine or any kind of routine things, and I would like to 
hear a little more. It sounded like you thought medical savings ac- 
counts might be a good way to go. 

Dr. Eisenberg. Well, my comment was in the context of Mr. En- 
sign’s question about the degree to which Medicare beneficiaries 
pay an^hing out of pocket when care is received, and whether or 
not MSAs, medical savings accounts, or anything like that might 
help them to be able to pay those copayments or deductibles, and 
I do think that for the elderly, an account, whether you call it an 
MSA or a bank account, from which they could pay a copayment 
or a deductible would help to add a level of beneficiary participa- 
tion in the payment system. 

I don’t think that an MSA by itself would be sufficient, but I 
don’t think that was the context of his question. It was more how 
can we help people to be able to pay a copayment so there is more 
participation in the payment by the elderly. 

Mr. McDermott. OK, then what you are saying is that wide- 
spread use of the medical savings accounts would, in fact, not be 
a good idea? 

Dr. Eisenberg. Well, that is a different question, but I would — 
first let me just say that PPRC has not studied the MSA proposal, 
but I think that what we would suggest is given the Medicare pro- 
gram, that an MSA might be an alternative to help the elderly pay 
those out-of-pocket expenses, so long as, as I mentioned earlier, 
there are adequate controls for catastrophic expenses. 

Mr. McDermott. Thank you. 

Dr. Altman, you mentioned in your written testimony about med- 
ical schools or it was Dr. Eisenberg who talked about them. I am 
not sure everybody on this panel knows, but I checked the Univer- 
sity of Washington. Eleven percent of the money for the University 
of Washington comes from the State legislature, 39 percent comes 
from physicians’ income, and 50 percent comes from Federal grants 
of one sort or another. 

How much can we reasonably cut into Medicare without doing 
significant damage to the medical schools in this country? There is 
some suggestion they have been overpaid in the past, but I would 
just be interested in hearing you and Dr. Eisenberg talk about 
what happens to medical schools if we go in and make the kinds 
of cuts that the Contract With America really makes necessary to 
balance the budget. 

Mr. Altman. Well, as I indicated to Mr. Lewis, I think the issue 
really gets down to the ability for medical schools to restructure, 
to make significant savings in the way they do business, just like 
other hospitals have done and other institutions. 
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And we just don’t know to what extent those savings can happen, 
but we do know the direction, and therefore, I don’t think — ^person- 
ally I don’t think we need to buy into the idea that what we paid 
yesterday is what we have to pay tomorrow. 

On the other hand, I am very concerned about medical schools 
and what they have traditionally provided us, that we just don’t 
wholesale cut them. And so that is why we have tried this middle 

S round of not going down 3 percent, as some have suggested, going 
own gradually. If you look at our total recommendation, there are 
a number of areas where we have recommended an increase to 
medical schools. 

For example, our better outlier policy recommendation allows 
them to get parents when they really do treat sicker people. So 
I think medical schools, by their necessity, have been the last of 
the hospitals to get into this cost cutting mode, but I think when 
they get finished with it, they are going to have a cost structure 
that could allow perhaps significant reductions in payments be- 
cause they are going to have to survive a private sector which is 
being very tough on them. I don’t think the government has been 
nearly as tough on medical schools as has been the private sector 
which wants much more for their money. 

Dr. Eisenberg. There clearly are cross subsidies of one activity 
for another in medical schools, and recently medical school faculty 
practice plans have been developed accounting for up to half of the 
medical school’s revenue because of the fact that that revenue is so 
critical to pay for the teaching and research activities of those fac- 
ulty. 

And certainly as Medicare reimbursement decreases, if the other 
sources for paying for teaching and for research also decrease, then 
you are right, the medical sdiools and their associated hospitals 
will have serious problems, and we need to look at that. 

I am at least as concerned about what happens to the medical 
schools in a more competitive environment where those cross sub- 
sidies are not available and particularly in a managed care world. 
If Medicare does move to more managed care, then we need to look 
very carefully at the degree to which those managed care plans 
choose to work with teaching hospitals, because frankly, a reduc- 
tion in Medicare payments of the amounts that you are iscussing 
aren’t as bad as losing all of the Medicare patients to a managed 
care plan that decides not to use a more expensive institution or 
one which has some of these other costs that it needs to take on. 
Mr. McDermott. Thank you, Mr. Chairman. 

Chairman Thomas. Thank you. 

Sam Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

Dr. Altman, you alluded to the fact that home health care serv- 
ices might be bundled perhaps in a managed care type risk con- 
tract program. 

Can you elaborate on that a little bit, and are there any other 
options? That is, can we get the private sector more involved? 

Mr. Altman. I think it can — as I indicated, we in my research 
capacity had the government create a — what is called a social HMO 
model. We had it in California, in Oregon, in New York and Min- 
neapolis, and what we did is we gave these private sector systems 
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a capitated amount and required them to provide, in addition to 
acute care, also home care, and as a result of that, they were able 
to manage their home care and skilled nursing care much better 
than the Medicare program and fee-for-service could do. 

So I definitely see the potential for creating either a fully 
capitated system, or a minicapitated system which focuses on home 
care and other what are called postacute care services. I don’t 
think it ought to be only home care. 

There are a lot of tradeoffs between home care and skilled nurs- 
ing facilities, rehab centers, and even some outpatient services. So 
I see the potential for substantial savings under such a structure, 
yes. 

Mr. Johnson. Well, you know, the way you are describing it, we 
are kind of micromanaging it from the government level. 

Is there some way we could actually contract with the private 
sector? 

Mr. Altman. Absolutely. Right now we are not managing it at 
all. It is a fee-for-service system and there are some very loose safe- 
guards built in, but the growth rate suggests there is not a lot of 
management going on at all. 

Mr. Johnson. I thank you, and in the teaching which we were 
talking about in the previous question, can you tell me — ^you know, 
you said they would move the money around once they got ahold 
of it. How do you keep them from doing that if you more or less 
grant them the dollars? 

Mr. Altman. I don’t want to do that. I am saying that right now 
what is happening is we have a total health care system which 
underpays and overpays. We have 40 million Americans with no 
health insurance, yet we provided them with 12 billion dollars’ 
worth of free care last year. Somebody paid that bill. 

We have Medicare which pays some hospitals 80 cents on the 
dollar and some hospitals 110 cents on the dollar. We have other 
Medicaid, some States are paying 60 and 70 cents on the dollar. 
Those institutions then go to find money from somebody else. So 
there is a lot of money. 

Now, in the old days there was a lot of extra money sloshing 
around and we didn’t worry about it so much. But in this new envi- 
ronment, both on the private side and the public side, there is not 
a lot of money sloshing around so therefore I think we are going 
to have to focus those dollars a lot better and decide from a public 
policy point of view how many teaching hospitals do you want, how 
many residents do you want to train? So it is not just Medicare. 
It is much more, I think. 

Mr. Johnson. Every now and then I hear even the doctors say 
there are too many doctors. Have you done any studies on that 
issue? 

Mr. Altman. Well, that is me talking, you know, in an area — 
I think I will let Dr. Eisenberg respond. 

Dr. Eisenberg. Thank you, Stuart. 

PPRC has looked at this issue and we believe that there will be, 
if there isn’t already, a surplus of physicians and as we move to 
managed care, which uses both less physicians and a different mix 
of physicians, fewer specialists, then we believe there will be an ex- 
cess of over 100,000 physicians within a few years and that most 
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of those physicians will be in the specialties that are currently 
overpopulated. 

Mr. Johnson. Is that fairly evenly divided across the Nation or 
is it in specific urban centers? 

Dr. Eisenberg. It is mostly in urban centers, although there 
seems to be a different distribution of primary care physicians than 
there is a distribution of specialized physicians. 

Mr. Johnson. So wouldn’t that then accrue to a reduction in 
teaching hospital dollars as well? 

Dr. Eisenberg. It could if we reduced the total number of train- 
ees. But the problem is we have approached this by reducing the 
dollars per trainee in the past rather than decreasing the total 
number of trainees so that the hospital then doesn’t have the 
money that it believes is necessao' to train each of the individuals 
it is responsible for. But we end up with too many hospitals doing 
the teaching and too many trainees in those training programs. 

Mr. Johnson. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you, Mr. Johnson of Texas. 

Mrs. Johnson of Connecticut. 

Mrs. Johnson. Thank you, Mr. Chairman. 

Currently HMOs have to meet certain conditions to qualify as a 
risk contractor. Do you think the conditions currently required are 
appropriate? Are there impediments that limit the number who 
participate? Are there impediments Congress should look at to ex- 
pand the number of HMOs that could function as risk contractors? 

Dr. Eisenberg. Let me start. In our testimony, we suggested 
that there were several steps that needed to be taken in order to 
improve the ability of managed care programs to accept those risk 
contracts, including corrections in the way in which the current 
AAPCC is calculated, but perhaps being even bolder and looking at 
new ways of setting an appropriate price that Medicare would pay 
managed care organizations through, for example, a bidding proc- 
ess. We have a series of suggestions to offer to you that we believe 
would make Medicare a more attractive option for managed care 
organizations. 

Mrs. Johnson. I will be very interested in talking about the bid- 
ding issue with you in CTeater length at some other time because 
I think just in the AAPCC it is going to be really difficult and for 
the same uneven estimates that we currently have. 

Mr. Altman. Mrs. Johnson, I go way back in the Medicare, as 
well as the general HMO system back in the early seventies, and 
I opposed then and continue to oppose many of the restrictions that 
are in them. 

I think that we have tried to recreate too many restrictions 
across the board. For example, the idea that Medicare risk contrac- 
tors have to provide more services, there ought to be a way where 
the beneficiary might benefit more from a reduction in some price 
where a Medicare HMO could decide whether it wanted to have a 
benefit increase or a price increase. 

Also, I think the program ought to be able to benefit, and some 
of these services that we have mandated, I am not so sure they are 
all that necessary in every place. I think it might be of some value 
in having Medicare HMOs that have different service compositions. 



57 


I am not in favor of one service benefit for everybody. I think we 
benefit by choice, and so I have opposed them over the years — I be- 
lieve that there are too many restrictions. 

Mrs. Johnson. Thank you. 

That is very helpful and if you could follow up with more on that 
subject and if you could help me. Dr. Eisenberg, in how we get a 
bidding system in place properly. I think that would be very help- 
ful. 

[Due to its size, the information is being held in the committee 
files.] 

I think for us to try to amend the current structure which we 
know has weaknesses and we know through an amendment we 
can’t address those weaknesses except on a temporary basis is 
spinning our wheels. I would like to look at the bidding system and 
how we could put bidding in place, and I certainly would like to 
free seniors to be able to have the choice between increased bene- 
fits and lower price, which they don’t currently have. 

I think those two things in a voluntary opportunity for seniors 
to participate differently in their own health care choice would 
radically alter the circumstances and probably improve both the 
quality of services Medicare provides and reduce costs. 

Let me just ask, what is your experience with the social HMO 
project? Is there anything we can learn from the social HMOs in 
redesigning the home health benefit, which we know is one of the 
real cost drivers of current increases? 

Mr. Altman. Well, as I indicated, I think the thing that we 
learned the most from the social HMO is by giving a managed care 
plan a broader responsibility with slightly higher payments, in this 
case we went up from 95 to 100 percent and we also allowed them 
to get extra payments if these people would have been institu- 
tionalized, they were able to manage their services better. They 
were able to choose between home care and more hospital care, be- 
tween home care and skilled nursing care better than a fee-for- 
service add-on. 

Mrs. Johnson. And from that demonstration project, would it be 
possible this year to nationalize that system? 

Mr. Altman. I think so, and I have asked several times for sub- 
stantial expansion. Now, the Congress did give the HCFA authority 
to expand by three or four new programs. My own view is it should 
be expanded much more. It has shown itself to be a valuable addi- 
tion. 

There are problems with it. It didn’t work perfectly in all areas. 
New York had more of a problem than California, but that was as 
much related to the AAPCC. So, yes, I do believe that there is po- 
tential growth in the managed care world to manage particularly 
home care and skilled nursing care much better than a fee-for- 
service system. 

Mrs. Johnson. Let me just correct the record. I didn’t mean na- 
tionalize. I meant nationwide. 

Mr. Altman. That is what I meant too. 

Thank you. 

Chairman Thomas. The gentleman from Washington had a brief 
shining moment there where he thought he had you. You caught 
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him on the correction. I want to thank both of you for your testi- 
mony, especially the specific suggestions that you have made. 

Dr. Altman, and Dr. Eisenberg, the discussion with the ranking 
member, I think was useful in terms of a look back, that is, in the 
period from 1984 to 1993. We did make some changes which gave 
Medicare a comparative advantage in the short run. 

I think, though, going back to the charts that you showed us, if 
we look more recently, we have seen that those items that have 
begun to take hold in the private sector have, in fact, begun to out- 
pace the ability of Medicare to change and 1, like you, am a be- 
liever in long-term trends. 

I remember it was about 2 years ago that you and I were sitting 
here agreeing that we thought these changes were not temporary, 
they were long-term, and therefore the folks in the administration 
and the last Congress had to completely restructure it because any 
downward trends are really blips and that no one is going to tell 
us it is not going to go back up again, when clearly I thought we 
were locking in place some long-term changes and were beginning 
to see it. 

I especially liked both of your testimonies indicating that we can 
no longer put items on what amounts to automatic pilot, a 5-year 
change or a 7-year change because frankly in that 7-year period, 
at least the part A trust fund is projected to go bankrupt. And so 
it is a 1-year or a 2-year adjustment of various proCTams until we 
can rethink the whole structure, and a 10-year look back is nice, 
but it is just that. It is just nice. 

The gentleman from Washington talked about 50 percent of the 
Federal dollars funding the University of Washin^on, which I 
firmly believe, although I don’t think it is all on Medicare’s back. 
I think NIH funding grants and contracts are involved there as 
well, but it gets back to I think a fundamental point, and Dr. 
Eisenberg, I want you to respond to it briefly, and that is, although 
hospitals still are the 52 percent, the major fiinding aspect, clearly 
the trend is less and less inpatient hospital funds available and 
more and more, for example, outpatient. 

I think in your testimony you talked about moving medical edu- 
cation more toward the ambulatory part of the activities, and 
doesn’t it mean then that what we have to do is perhaps not be 
alarmed about the funding aspect of hospitals under Medicare if it 
continues to shrink, which I believe it will because of long-term 
trends, but that it means we have got to rethink the way in which 
we fund medical schools, not just the total dollar amounts, but the 
direction of the dollar amounts, perhaps providing the students 
with more of an opportunity to have an influence over the edu- 
cation that they get, a bottom-up approach to funding rather than 
the top-down structure that we have. 

Any reaction to that? 

Dr. Eisenberg. I think that that kind of flexibility would be a 
major step forward because it would unleash the medical student 
or the resident, and in Medicare’s case, we are really talking about 
residents from the site of care, so that education wouldn’t nec- 
essarily have to be linked wdth the hospital or even with the place 
where the care is being rendered. 
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I think that would be a big step forward and PPRC would like 
to work with you to think about ways in which we can do that. 

Chairman THOMAS. When I say students, I mean it in the larger 
sense of the word. I think I am an ongoing student as well. 

The gentleman from Washington have a comment? 

Mr. McDermott. Thank you, Mr. Chairman. I would just like 
this one brief question of Dr. Altman. 

Would you comment on the feasibiliW of providing outpatient 
services under some kind of PPS or DRG kind of system as a cost- 
saving mechanism that would provide cost savings, but still guar- 
antee people the right to choose? 

Mr. Altman. Well, first, we have been trying to develop a partial 
PPS-type, DRG system for outpatient services. It turned out to be 
ven? hard because you are dealing with hundreds of thousands of 
different diagnoses, people moving from one group of providers to 
another on different days, you can’t measure it. 

So there are 10,000 reasons why it is a bad idea, but I think in 
general it is a good idea that still needs to happen and the way one 
needs to do it is to bundle it into a bigger set of categories. You 
can’t do it the way you have done the hospital-based DRG. It just 
won’t work, and therefore you need to go to some form of partial 
capitation maybe. 

You don’t need to capitate total services. You could capitate all 
outpatient services to a group of separate individual entrepreneurs 
or not-for-profit firms, but what won’t work to save you a lot of 
money is a partial DRG system for outpatients, much as I would 
like to see it done, and the staff and the people at HCFA have con- 
vinced me it is a very complicated thing and it is likely to fail. So 
therefore I would jump over that and go to partial capitation or 
complete capitation. 

Mr. McDermott. Dr. Eisenberg, do you have a comment? 

Dr. Eisenberg. We also are enamored of the idea that partial 
capitation might be a reasonable way to move as we try to get 
Medicare more involved with the managed care options. PPRC has 
not looked at the outpatient departments of hospitals though, and 
so I can’t really speak to that issue specifically. 

We do believe that we ought to move more in the direction of 
considering different ways of bundling services though. As an ex- 
ample, this committee asked the Commission, Mrs. Johnson specifi- 
cally, to look at the issue of trauma care, which is an amalgam of 
contributions from a tremendously diverse group of providers and 
our conclusion was that paying a global payment or a bundled pay- 
ment for trauma care would also be a reasonable way to reconsider 
the payment for that service. 

So I think the idea of pajdng bundled or a global payment or try- 
ing to move it toward a capitated model makes good sense. 

Mr. McDermott. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Thomas. Certainly. Mr. Altman, you talked about the 
need for volume control and you indicated the two growth areas, 
home health and nursing home, although clearly not approaching 
the dollar volume of other areas. The 46.4-percent growth in nurs- 
ing home is certainly something to focus on, as well as the 38- 
percent growth in home health. 
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In terms of some specific examples, I have seen some on home 
health in terms of copayment examples. Can you give me any indi- 
cation of what the effect might be of a 20-percent coinsurance or 
a copayment on the first 20 days of the skilled nursing facility ben- 
efit? Would that have an impact on the utilization? 

Mr. Altman. I think we have to recognize that most of the Medi- 
care beneficiaries have some form of extra insurance, Medigap of 
some kind, so I think the impact on the program, the program 
would save substantial money. 

I think the impact on utilization would be quite limited, and so 
I support a — some form of coinsurance just as a general policy for 
home care, but I don’t think it is going to have a substantial reduc- 
tion in utilization, although I do think it will save the program 
money, but I do believe we need to go more toward a managed 
care. I think it will work better. 

Chairman Thomas. I thank both of you. We can continue to 
make changes inside the program that would save the program 
costs, but we really have to focus on reacting to the world as it is, 
and the world as it will be so that this program won’t be just a 
cost-effective one, but it will be a utilization-effective one as well. 

We appreciate very much your testimony. 

Mr. Altman. Thank you, Mr. Chairman. 

Chairman Thomas. Thank you. If I could ask the second panel 
to come forward. Michael Mangano and William Scanlon. The sub- 
committee welcomes both of you to the hearing, Mr. Mangano as 
the Health and Human Services Principal Deputy Inspector Gen- 
eral. Mr. Scanlon is the Associate Director of the General Account- 
ing Office. 

We look forward to your testimony. Your written testimony will 
be made a part of the record and you may proceed for 5 minutes 
however you may see fit and we will begin with Mr. Mangano. 

STATEMENT OF MICHAEL F. MANGANO, PRINCIPAL DEPUTY 

INSPECTOR GENERAL, U.S. DEPARTMENT OF HEALTH AND 

HUMAN SERVICES 

Mr. Mangano. OK Thank you very much, Mr. Chairman. It is 
always a pleasure to testily before this committee. I would like to 
limit my oral remarks to three primary initiatives that we have 
launched in the Medicare fraud and abuse area and finish up with 
a strategy that might help us in that battle. 

We devote a significant amount of time to the Medicare program. 
It is very easy to understand why. With a budget this year of $178 
billion, there is a lot of money to look after. 'That is about a fivefold 
increase since the eighties. The major initiatives I want to talk 
about are home health services, nursing homes, and medical equip- 
ment and supplies. 

I want to begin with the home health area. As you can see from 
the chart over there, the home health care services have really ex- 
ploded over the last 4 years. In 1990, we were paying $3.3 billion 
in Medicare for home health services, and by 1994 it is up to $12 
billion. We anticipate that cost to go up to $16 billion this year and 
$22 billion by the turn of the century. The number of beneficiaries 
have also increased by about 72 percent since 1990 from 1.9 to 3.3 
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million, while the average number of visits per person has in- 
creased about 80 percent, from 36 in 1990 to 65 in 1994. 

There are a number of factors that play into that. First, the in- 
creasing aging of the Medicare population. Second, new technology 
that can now be delivered in the home, and third, recent liberaliza- 
tions of the home health care benefit. 

We are finding several types of fraud and abuse in the home 
health care area, including cost report fraud, excessive services, or 
services not rendered, use of unlicensed or untrained staff, falsify- 
ing plans of care, kickbacks, and physicians actually not signing 
plans of care. 

Let me briefly describe one example of a recent audit we just 
completed down in south Florida. In that example, we found that 
75 percent of the claims submitted to Medicare, or 26 million dol- 
lars’ worth, did not meet Medicare guidelines. Twenty-one percent 
of the visits claimed were not made. Twenty-nine percent of the 
persons were not homebound. Twenty-three percent of the physi- 
cians denied authorizing the visits and 2 percent of the bene- 
ficiaries did not want the services. 

Second, let me move on to the nursing home area. The nursing 
home benefit for the Medicare program provides for 100 days in a 
skilled nursing facility. In 1993 the part A portion of that was $5 
billion. But we are beginning to see more and more money moving 
into part B, which in 1992 is about $4 billion. Those services under 
part B could include things like physician services, laboratoiy and 
radiological services, medical equipment, and supplies. This cost 
shifting from part A to part B is very significant. The kinds of 
things that we would have anticipated that the nursing homes 
would have provided xmder part A are now beginning to show up 
more and more under part B. 

There is a great incentive for the nursing home to have items 
and services billed under part B because it relieves them of the ex- 
pense and the management of those services and beneficiaries may 
get additional services. But more importantly, billing under part B 
gives providers an outlet to another market in which to make sales. 

The patients do not pay a copayment for Medicare part A, but 
they do for part B; so when services are shifted to part B, it does 
put more of a burden on the beneficiaries. 

In 1992, $99 million in patient copays and deductibles were paid 
for these services under part B. I will give you just one example 
of where we are seeing that kind of problem exist. In that same 
year, $44 million was billed to part B for things like surgical 
dressings and minor medical supplies, things that I think most of 
us would agree that a nursing home should be providing as its sta- 
ple product. 

The third area I want to talk about is the medical equipment and 
supplies. We have been spending an inordinate amount of time in 
this area because of the widespread fraud and abuse that we are 
uncovering. In the last 4 years, we have had 131 successful pros- 
ecutions against unscrupulous providers of medical supplies. 

\^en we begin to see a specific spike up in the cost of individual 
items, that causes us to stand at attention and take a look at those 
particular items. I will give you one example of that. We began to 
see a spike up beginning in 1990 in orthotic body jackets. These are 
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hard covered body jackets that help a person recover from spinal 
injuries or from muscular problems. In 1990, Medicare paid only 
$217,000. By 1992, that figure was up to $18 million. We found 
that 95 percent of the payments there were inappropriate. In fact, 
we were not paying for orthotic jackets. We were paying for seat 
cushions and foam covered devices that were keeping people in a 
chair. 

An emerging problem we are seeing is the marketing of medical 
supplies to nursing home patients. You can take a look at that last 
chart there that talks about incontinence supplies. These have 
more than doubled in the last 3 years. It is up to $230 million de- 
spite a drop, let me repeat, a drop in the number of beneficiaries 
using these supplies. 

I brought a couple of examples. One of the devices is a female 
urinary collection device. You can see it here. This device costs 
$7.38 to the Medicare program. What we were finding was suppli- 
ers were billing that but, in fact, delivering this, a common diaper 
that costs 33 cents. Many of these devices were not needed and 
clearly Medicare should not have been reimbursing for the diaper 
when, in fact, the urinary collection device was billed. 

Another device that I will bring to your attention is what is 
called an incontinence kit. This is a kit that helps nursing home 
staff help clean up a beneficiary who has been soiled. These are not 
reimbursable by Medicare. Individually, these kits cost $4. What 
we were finding was that the suppliers were taking the individual 
items in these kits apart and billing them separately to Medicare 
costing over $20 per kit. When you add that up to 3 kits per day, 
90 kits per month, for each beneficiary, that is an inappropriate 
billing to Medicare of $1,800 per month. It is these kinds of things 
that cause us to question about one-half of the costs related to in- 
continence care and over $100 million that Medicare should not be 
paying for. 

We would like to seek the support of this committee in helping 
us continue the fight against fraud. With $178 billion at stake, the 
lure of a fast buck is irresistible to criminals and con artists. Yet 
at the same time, we are finding ourselves with fewer and fewer 
resources to fight this battle. We hope the committee will support 
an initiative that would cause the perpetrators of these frauds to 
help pay the cost of policing them by establishing a fund at which 
we would restore the money to the Medicare fund that was lost by 
fraud and abuse and allow some penalties to be paid to help us in- 
crease our efforts. This proposal had widespread bipartisan support 
in the last Congress. We hope it will have the same support in this 
Congress. 

I will be happy to answer anv questions. 

[The prepared statement and attachments follow:] 
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STATEMENT OF MICHAEL F. MANGANO 
U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES 

Good rooniing. My name is Michael F. Mangano, and 1 am the Principal Deputy Inspector General, 
U.S. Department of Health and Human Services. I am pleased to be here today to discuss issues 
relating to the Medicare program. 

1 will focus my testimony this nwming on major new initiatives by the OIG, where we are developing 
recommendations for cost efficiencies. However, I will also catalogue other specific cost saving 
recommendations that the OIG has made which have ncM been implemented to date. Finally, I will 
outline some broader strategies we have established to fi^t an increasingly complex health care fraud 
environment and discuss a mechanism we support to finance these new initiatives. 


OFnCE OF INSPECTOR GENERAL OVERVIEW 

Created in 1976, the OIG is statutorily charged with protecting the integrity of departmental 
programs, as well as promoting their economy, efficiency, and effectiveness. The OIG meets this 
challenge through a comprehensive program of audits, program evaluations, and investigations 
designed to improve the management of the Department and to protect its programs and beneficiaries 
from fraud, waste, and abuse. Our role is to detect and prevent fraud and abuse and ensure that 
beneficiaries receive high quality, necessary slices, at appropriate payment levels. 

Within the D^artmeni, the OIG is an independent organiz^ion, riding to the Secretary and 
communicating directly with the Congress on significant matters. We carry out our mission through a 
field structure of 8 regions zod 65 field offices and with a staff of over 1 ,200 auditors, evaluators, 
and investigators. 

In Fiscal Year (FY) 1994, we were responsible for 1,169 successful criminal prosecutions and 1,334 
administrative sanctions against individuals or entities that defrauded or abused the Department’s 
programs and/or beneficiaries. Last year, the OIG also generated savings, fines, restitutions, 
penalties, and receivables of over S8 billion. This represents S80 in savings for each Federal dollar 
invested in our office, or $6.4 million in savings per OIG employee. 


THE MEDICARE PROGRAM 

The Medicare program is administered by the Health Care Financ'ing Administration (HCFA). 
Medicare Part A covers ho^iital and otb«' institutional care for approximately 36 million persons age 
65 or older and for certain disabled persons. Fiscal Year 1995 expenditures for Part A are 
estimated at $1 12 billion. Medicare Part B, which covers roost of the costs of roedically necessary 
physician and other Don-institutional services, has estimated FY 1995 expenditures of $66 billion. 

HCFA administers the Medicare program through a contractor system. 43 fiscal intermediaries make 
payments unda Part A and Part Bj M carriers make payments under Part B; and four specialty 
contractors make payments for medical equipment and supplies paid under Part B. These contractors 
opiate at 62 sites across the country. 

Over the years, HCFA has instituted many significaot reforms to the Medicare program to control 
costs. Payment reforms have included implementation of a prospeaive payment system (PPS) for 
inpatient hospital sovices and ■ resource based fee schedule for physician services. Administrative 
r^onns have included the r^ional consolidation of claims processing for durable medical equipmoit, 
prosthetics, orthotics and supplies. Medicare administrative costs have been low as a proportion of 
ov^all program costs: one percent of Part A clmms and 3.5 percent of Part B claims. The 
implementation of the Medicare Transactkro System (MTS) should further streamline claim processing 
fooaioDS. 

The HCFA also recognizes the importance of protecting the Medicare program from fraud. A senior 
official in HCFA. reporting directly to the Administrator, is responsible for coordinating the 
program’s anti-fraud activities. The HCFA hu also recently required that Medicare contractors 
establish fraud units, and we anticipate that these units will increase the number and quality of case 
referrals to our office. 

Nonetheless, as HCFA and we understand, protecting the Medicare trust fond requires continual 
vigilance. Because of the dollars at stake, the program will always attract unscrupulous actors who 
attanpt to take advantage of loopholes or flout the law altogether in an attempt to enrich themsdves at 
the expense of the taxpayer and the Medicare beneficiary. 
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Based on our investigative work and ongoing reviews of program costs, we have recently begun 
major initiatives in several areas where we suspect systematic fraud, waste or abuse: home health, 
nursing homes and DME. These OIG*wide initiatives have brought the OIG’s investigators, auditors 
and evaluators together as a team, communicating regularly with HCFA officials, to conduct a 
wholesale examination of these areas. Let me discuss our concerns and activities in each of these 
areas. 


MAJOR OIG iNTTlATIVES 


Home Health 

Under its Part A services. Medicare pays for home health services. Among the services beneficiaries 
may receive under this benefit are: (1) pait-dme or intermittent skilled nursing care and home health 
aide services; (2) physical, speech, and occupational foerapy; (3) medical equipment and supplies; and 
(4) medical social services. These services must be provided by a Medicare certified home health 
agency (HHA). 

To receive this benefit, Medicare beneficUries must be: (1) bomebound; (2) in need of care on an 
intermittent basis; and (3) under die care of a f^ysician with a plan of care established and 
periodically reviewed by a physician. Once diese criteria are met, the benefit is unlimited 

as tong as the services are coosidaed medically necessary for the treatment of a beneficiary’s illness. 
In addition, beoeficiaries are not required to pay any coinsurance or deductibles (except for DME, 
which requires a 20 percent o^yment). 

Increasing Costs 

Medicare expenditures for home health services have grown dramatically in recent years. In Fiscal 
Year 1990 the Medicare program ^wot $3.3 billion on home health. By 1994, four years later. 
Medicare was spending over $12 billion-a 263 percent increase. These costs are expected to reach 
SI6 billion this year and more than $22 billion by the year 2000, if left uncontrolled-about the same 
as the entire discretionary budget authority for the Public Health Service in FY I99S. 

During this same period, we’ve seen increases in both the number of beoeficiaries using home health 
services and the average number of visits per beneficiary. The number of beneficiaries receiving 
home health services has increased 72 percent, from 1.9 million in 1990 to 3.3 millioD in 1994. 
Similarly, the average nurid>er of visits per person has increased from 36 in 1990 to 65 in 1994, more 
than an 80 percent increase. 

Numerous factors have contributed to the recent growth in home health. The aging of the Medicare 
population and the development of complex medical technologies that can be provided in the home are 
two such factors. However, a significant pro^am change in 1988 opened the floodgates for increased 
expenditures io the home healdi area. In that year, HCFA issued revised coverage guidelines that 
liberalized coverage of the home health benefit The definitioD of the 'part-time or intenniaent’ 
requirement was liberalized, and a reinterpretatkm of the 'confmed io the borne* requirement was 
expanded to include persons who occasio^iy leave the borne. Ibese changes were largely made to 
comply with the settlement of a class action lawsuit, which allied that Medicare contractors were 
improperly denying home health claims. 

Oversight of Home Heatth 

The OIG has observed several types of fraud in HHA opetatioos, including cost rq)ort fraud, 
excessive services or services not rendered, use of uoliceDsed or untrained staff, falsified plans of 
care, and forged physician signatures and kiddiadb. Between 1990 and 1994, OIG investigations led 
to 25 successful criminal prosecutions of HHAs w their eaq}|oyees and iiiq)osed three civil money 
penalties. In 1993 and 1994 alone, 39 HHAs or their onployees were excluded from participating in 
the Medicare or Medicaid programs. 

To respond to concerns about rising costs and program integrity, the HCFA has launched the 
Medicare Home Health Initiative. The initiative is at assuring the efficient provision of 
responsive, high-quality, appropriate home health eve. It has established six goals: (1) respond to 
beneficiaries’ nee^; (2) enhance providers’ flexfliility in structuring plans of care; (3) ensure 
provision of high quality care; ( 4 ) improve die efficiency of adminisfration and operations; (5) 
facilitate appropriate utilization of hcmie health services; and (6) oisure appropriate payments for the 
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b^fit and enhance efforts to detect fraud and ^use. The HCFA asked that we participate in their 
effort. 

As part of this examinatioa, we are conducting provider-specific audits; validating claims in specific 
regions of the country to determine the nature and extent of inappropriate payments made under 
current Medicare rules; and conducting studies to explore how physicians and providers respond to 
the incentives of the cuiroit system, and alternatives to the current program structure and system. 

Provider Audits 

Through cost reports, HHAs can charge general and administrative costs to the Medicare program. 

We often find problems in the overhead costs billed m Medicare. For example, one home health 
agency claimed approximately $14 million in unaliowal^e costs during one cost reporting year, 
including such expenses as dieater tickets, alct^lic beverages, bags of vidalia onions to legislators, 
and gourmet popcorn in tins for physicians. 

Our provider audits also che direct oasts claimed by the HHA. In some cases, the results 

have been startling. Consider our findings when we ^ited a home health agency in Miami Lakes, 
Florida. Sevoity-five percent of the claims submioed by this HHA did not meet Medicare guidelines. 
Visits were daiined but not made; visits were made m persons who were not considered homebound; 
visits were made when physicians denied that they imU^rized them; visits were made to beneficiaries 
who did not want die service. We estimate that of the $45.4 million claimed by this HHA in 1993, 
well over half, $25.9 million, did not meet reimburs^ent requirements. We have just issued a final 
lepott on these audit results. 

Regional Claims Validation 

An ongoing audit in Florida is based on a review of ^X) randomly selected claims. Tltis data will 
help us determine if die kinds of problems we found in Miami L^es are true of Florida in general. 
We will provide our findings to the Subcommittee when they are available. Similar efforts are 
planned in other regions where our investigative work, and leads from HCFA, indicate that specific 
problems exist. 

Incentives and Alternatives 

In other ongoing work, we are reporting on the physician’s role in home health care. Under the 
Medicare program, the physician must authorize home health services. The HCFA has recently 
decided to bq;in paying physicians for plan oversight. Thus, the extent to which physicians are, or 
oould be, true *gan^eepers" for the M^icare home health benefit warrants our adention and 
scrutiny. 

Our preiinunary findings indicate that physicians generally have a relationship with patients for whom 
they sign plans of care, are involved in making referrals for home care, and review the plans of care 
they sign. Physicians are most involved with patients with complex medical problems. But they 
don’t make home visits, and they don’t directly manage the care the patient receives from the HHA. 

We will also issue a final report shortly which provides information about bow non-Medicare payers 
structure and manage their home health benefit. We spoke with 15 other payers including State 
Medicaid agencies, private insurance con^tanies, health maintenance organizations, the Department of 
Veterans Affairs and the Civilian Health ^ Medical Program of the Uniformed Services. 

We found that the primary dtfTerence between Medicare and other payers is not the benefit packages 
they offer, but the way they attempt to control home health costs. Other payers are more involved in 
assessing how their b^eficiaries might benefit from home health care, and use case managers to 
ensure that beoeficUries are properly selected, care is properly provided, and utilization and progress 
monitored. Unlike Medicare, bwficiaries are assessed copayments and told what the insure has 
paid the HHA on their bdialf. Other health plans often set limits on the benefit-capping the number 
of visits that can be made over a specified period, for example. 

We believe that HCFA and the Congress might study the merits of some of these approadtes as it 
determines how best to control utilizatiou and costs while assuring the appropriate ddivery of high 
quality care to Medicare beneficiaries. 
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Nursing Homes 

Let me now turn to the issue of nursing homes. Medicare pays for services delivered to beneficiaries 
in nursing homes under both Part A and Part B of the program. 

First, Medicare covers 100 days of extended care services for qualified beneficiaries in a Medicare 
participating skilled nursing facility (SNF). This benefit was designed to reduce the length of stay in 
acute care hospitals and transition beneficiaries to their homes or to custodial care facilities. To 
qualify for the benefit the patient must have spent at least 3 consecutive days in a hospital, and 
require daily skilled nursing care or skilled rdiabUitation sovices. In 1993, Medicare spent over $S 
billion for SNF stays, under Part A of the program. 

But Medicare Part B also comes into play, regardless of who pays for the stay in the nursing home 
itself. In 1992, we estimate that Medicare paid af^iroxtmatdy $4 billion for services delivered to 
residents of nursing homes and billed to the program under Part B. Services that can be billed under 
Part B for such patients include physician services, laboratory services, radiology services, 
ambulance, and medical equipment and su(^lies. 

The fragmentation of Medicare payment sources, su{^iers and providers raises concerns about cost- 
shifting; inappropriate payments; overutilizatioo of services; and financial burdens on beneficiaries. I 
will discuss each of these in aim. 

Cost-Shifiing 

Cost shifting refers to the practice of billing SNF services that are covered under the Medicare Part A 
extended care benefit to Pan B of the program. 

The HCFA determines the daily rate it will pay for care in a SNF. This rate is calculated to include 
multiple services including room and board, nursing care, rehabilitation services, and other routine 
SNF services. SNFs are given flexibility to detennine what services they will provide on a routine 
basis and bill for under the Medicare Pan A cost rep(Mt. As a result: 

• Roughly S57 millioo in total enteral outritioD charges were allowed in both 1991 and 1992 
under Part B when much of those costs should have been billed to Part A. It is clear that 
under Part A, patients' dietary needs should be covered by the SNF daily rate. Enteral 
nutrition is a liquid dietary substitute for p^ents who cannot survive on oral feedings. 

• As much as $44 millioo in 1991 and $55 millioo in 1992 were charged to Part B for 
rehabilitation ther^y. Ratbo^ thao the SNF provkJiog the ancillary services and charging 
them to the Pan A program, third party providers billed the therapy as Pan B services. 

• As much as $44 millioo in 1992 was paid under Pan B for surgical dressings, incontinence 
supplies, braces, catheters, and similar ifeins. 

Savings could result if these items were purchased by the nursing borne, acting as a prudent purchaser 
and taking advantage of discounts, rather than being billed to Part B and reimbursed under fee 
schedules. We will issue a report shortly oo the issue of cost-shifting, and further work on pricing of 
products under Pan A and Part B will help determine the amount of savings possible by eliminating 
separate payment under Pan B. 

Inappropriate Payments 

Durable medical equipment oiay only be billed to Pan B of the Medicare program if the equipment is 
provided in the beneficiary's residence. Tbe law specifies that a SNF cannot be considered a 
residence. Payments totalling $8.9 millioo in 1991 and $10.8 millioo in 1992 were made incorrectly 
for DME in a SNF stay. We have recomin^ed that HCFA correct tbe system to prevent such 
payments, and HCFA has agreed. 

Overutilization of Services 

No single individual or institution is held responsible by Medicare for managing tbe beneficiary’s care 
while in a nursing home and ensuring that only needed services are delivered to tbe patient. Indeed, 
tbe incentives run in quite the opposite directioo. A provider who offers therapy services to residents 
of nursing homes gains a market for his or her services; the patient may well happy to receive 
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services of any kind, with any possibility that it might help them medically or socially; and the 
Dursiog home’s own staff is relieved of caring for the patient during the time the provider is 
delivering services to the patient. 

Likewise, suppliers may deliv^ unneeded supplies to nursing homes for beneficiaries, but the nursing 
home has little incentive (except for limited storage space) to turn supplies away. I’ll talk about this 
situation more in a moment. 

Financial Burden on Beneficiaries 

Id 1992, beneficiaries whose stays in SNFs were covered by Medicare paid up to $99 million as their 
coinsurance and deductibles for therapy, nutrition, and medical supplies and equipment billed under 
Part B. Had each SNF provided these services under Pan A, itself or under arrangement, none of the 
residents would have been liable for coinsurance or deductibles. 

Planned Actions 

The HCFA shares our concerns about fragmentation of billing for services delivered to Medicare 
beneficiaries in nursing homes and is working oo possible solutions. With regard to our work on 
payments to Medicare beneficiaries during covered SNF stays, the HCFA believes that a statutory 
"rebundling” provision for SNFs, similar to that for hospitals, is needed. Such an approach would 
also support work to establish a prospective payment system for beneficiaries in SNFs. We agree 
with this direction, but are also working with HCFA on more short term solutions. 

Medical Equipment and Supplies 

We continue to focus on medical equipment and supplies, as we have in the past, but in closer 
partn^ship with HCFA and the newly established DME regional carriers (DMERCs). Our 
investigative activity continues to disproportionately fali into this category of service. Between 1990 
and 1994, our investigations led to 131 successful criminal prosecutions of DME suppliers or their 
employees. During the same period, we imposed 38 civil money penalties. In the last two years 
alone, we excluded 1 14 DME companies or their employees from the Medicare and Medicaid 
programs. 

We often take a close, hard look at specific items of equipment or supplies when we see a significant 
increase in payments over a short period of time. In absence of coverage or coding changes, or new 
medical information about the proper use and application of technology, such increases have often 
been an indication of ftaud or inappropriate billings. 

In the past, using this technique, we have identified problems with seat lift chairs and transcutaneous 
electri^ nerve stimulators (TENS) units, both of which have now been corrected. More recently, 
we reported on a similar tr^ with orthotic body jack^— customized, rigid devices intended to bold 
patients immobile and treat patients with muscular and spinal conditions. Payments for this device 
went from $217, (XK) in 1990 to $18 million in 1992. We estimated that 95 percent of those payments 
were for devices more properly categorized as seat cushions rather than body jackets. 

As HCFA has moved to process such claims by specialty carriers, such problems are easier to spot 
and address. In fact, by the time we issued our findings on orthotic body jackets, payments were 
already on a downward trend because of this change. 

But. there are always new twists. Our recent work suggests that an emerging problem in the medical 
equipment and supplies area has to do with mark^iog and targeting of patients in nursing homes. We 
now find that when unnecessary medical equipment and supplies are provided to Medicare 
beneficiaries, they are often residents of nursing homes. 

An example is our recent work on iocontioeace su{^lies. 

Incontinence Supplies 

Incontinence supplies are supplies used for individuals who have bladder or bowel control problems. 
The Medicare program covers these supplies when incominrace is of long and indefinite duration. 
Incontinence supplies include catheters and external collectioD devices such as pouches or cups. 
Catheters are flexible, tubular instruments used to control urinary flow. The HCFA will also 
reimburse for accessories that aid in the effective use of such devices, such as drainage bags, 
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irrigation syringes, sterile saline solutkMH and lubricaitts. However, certain items, such as absorbent 
undergarments or diapers, are spediically excluded from Medicare coverage. 

Increases in Costs 

Medicare allowances for incnminence more than doubled in three years despite a drop in the 

number of beneficiaries using these supplies. The amrum* allowed for incontinence supplies rose 
from $88 million in 1990 to $230 millioa in 1993, an increase of $142 million. During the same 
period, the number of beDe5ciaries receiving incontinence supplies fell from 312,000 to 293,000, 
causing the allowance per beoefidary to increase from $282 to $786, a 179 percent increase. 

Four types of inconiinence sui^lies account for a lmpi u ail the increase in Medicare allowances: 
irrigation syringes, stoile saline irrigatiaa solutioo, (ufaricanl, and female external urinary collection 
pouches. These account for 91 percent of the $142 millMM) total increase. Most of these payments 
were concentrated in one carrier and a snull number of suppliers and beneficiaries. 

Questionable Payments 

Questionable billing practices may account for almost half of incontinence allowances in 1993. 
Medicare allowed $107 millkMi in 1993 for si^ies whose billing is questionable. $88 million was 
allowed for accessories that were not billed along whh a catheter, indicating that coverage guidelines 
were not met. Aiutfaer $19 millkMi in allowances were made for beneficiaries who appeared to 
receive more supplies tfaxn necessary. 

SuppUer Practices 

Information from nursing homes indkates tiiA siqipliers engage in questionable marketing practices to 
increase their business in inooetineoce siqiplMS. Tweoty-four percent of nurs’mg homes have reported 
that supplier representatives decided the aui^ier of supplies to be delivered in a given month to 
beneficiaries. In addition, nursing homes have reported odier practices by supplio^ such as the 
routine waiving of beneficiary coinsurance paymestt u well as offers of inducements in exchange for 
allowing suppliers to provide incontinoice supi^ies to patients. 

Nursing homes have told us that some siqipliefs present them with false or misleading information. 
Tweoty>cwo percem of nursing homes received folse information from suppliers stating that Medicare 
is introducing "new broader ooverage” for incootioence supplies. One out of ten nursing homes has 
been nustnformed by a supplier that Medicare wUl cover other routine incontioence supplies such as 
absorbent undergarments if syringes, sterile solutions, and lubricants are purchased. 

We have launched a majcM national investigatioa into the marketing and billing of incontinence care 
kits and supplies to nursing home residents. The potential for great profit provides an incentive for 
fraudulent marketing and billing adieiiies wliidi target the entire nursing home population of Medicare 
beneficiaries. The cost of the supplies contained in an innontinenr* kit is typic^Iy $4. These items 
are fragmented and upooded for hilUng purpoees, causing Medicare to be billed atout $20 for each 
kit. Providers usually ship and bill at tte rse of 3 kits per day per beneficiary, which is the 
maximum Medicare will rmmburse. At 90 kin per moni^, the cost to Medicare Pan B is $1,800 per 
month, per patient. It is not surprising that this has turned into a $200 milliOD business. 


OTHER COST SAVING IDEAS 

Of course, our work and our oonoemi go beyond the three areas I’ve just discussed. 

Recent Testimony 

The Inspector General has recentiy testified before the on subjects wbirii have cost saving 

implications. We would like to raise diese issues before the new ro^nbers and new Qiair of this 
Subcommittee as w^. 

On November 2, 1994, the <XG testified before the Senate Ai^rt^riatioos Coounittee on oxygen 
services. At that time, we released a report on services delivered to Medicare beneficiaries receiving 
oxygen coacentrAor services. In thtt snidy, we found significant variation in the kinds and frequency 
of sovices delivered and die frequency of services delivered to Medicare beneficiaries receiving 
oxygen concentrator therapy. We also discussed our priOT work which compared Medicare payments 
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for oxygen to other payers’ payments^ including the U.S. Department of Veterans Affairs, which pays 
significantly less than Medicare. At the bear'mg, the HCFA Administrator committed to a review of 
payment levels for oxygen conc^trators and related services. Medicare allowances for oxygen 
concentrator ratals in 1993 exceeded $850 million. The subcommittee estimated that HCFA could 
save over $300 million if Medicare paid the same rates as others. 

On December 13, 1994, the Inspector General testified before the same Committee on ambulance 
payments. Most ambulance benefits are covered uod^ Medicare Part B and have very strict limits. 
Ambulance transport must be reasonable atul medically necessary. No payment may be made in any 
case in which some means of transportation oth^ than an ambulance could be utilized without 
endangering the individual's health, whether or not such other transportation is actually available. 
Generally, ambulance transport is covered for patimts whose condition requires emergency medical 
attention, or whose condition makes it impossible to sit and requires transfer by stretcher. 

Total Medicare carrier allowances for ambulance transportation under Medicare Part B were $1.52 
billion in 1993, on behalf of over three million beneficiaries. Our work on ambulance payments leads 
us to two conclusions: Hrst, many payments for ambulance transports taking End*Stage Renal 
Disease beneficiaries to and from dialysis violate Medicare guidelines and should never have been 
made; second, Medicare has a problem in the way it reinoburses for ambulance transports-not just for 
dialysis patients but ^ Medicare beneficiaries. As a result, it pays too much. We've estimataJ that a 
total of $1 12 million annually could be saved with various program reforms. 

Cost-Saver Handbook 

The 1995 edition of the Office of Inspector General "Cost-Saver Handbook," also known as the Red 
Book, contains a number of options that could also be considered by the Congress to attain greater 
program efficiency and to enhance the viability of the tni^ funds. For example, we've made the 
following recommendations: 

Expand the Diagnosis Related Group Payment Window. Separate payments for nonphysician 
outpatient services are not allowable within 72 hours of the day of an inpatient admission, as those 
costs are considered part of hospital's payment for inpatient services. For the period November 1990 
through December 1991, $83.5 million in admission related nonphysician ouq>atiem services were 
rendered 4 to 7 days immediately before an inpatient admission, just beyond the current "window.* 

We recommend that the window be expanded in ord^ to encompass more admission related services. 

Pay Differently for Admissions not Requiring OvemkhLStav. Hospitals are reimbursed when the 
patient is discharged based on established rates which are based on 494 diagnosis related groups. In 
1989, the Medicare program paid for 179,500 admissions which did not require an overnight stay. 
We've estimated the Medicare program could save up to $210 million per year if covered services 
related (O 1-day admissions without an overnight stay were paid as outpatient services. 

Reduce the Indirefl Medical Education flMEl Factor. Work by the OIG and others has documented 
that teaching hospitals have consistently had the highest profit margins under Medicare. Although 
Congress has previously reduced the rates which give these hospitals add-ons for their teaching costs, 
the IME factor is greater than is ^propriate. Reducing the IME factor would be proper and fair and 
save the program billions each year. 

Change the Graduate Medical Education fGMEl Payment Methodology. We have found that 
Medicare will pay more than its fair share of GME costs if changes in two areas are not made. First, 
the new payment system allows hospital costs with little or no connection to Medicare to be given 
increased inqxirtance in the calculation of GME reimbursement. Second, the Medicare patient load 
percentage, used to compute Medicare’s share of these costs, does not accurately represent Medicare’s 
share of the cost of services provided to Medicare patients. As a result, we recommended HCFA 
propose legislative and regulatory changes to the new payment system to more accurately identify 
Medicare's share of GME costs. These reconun^ed changes to the new methodology will reduce 
Medicare's share of GME costs by an estimated $157 million a year. 

Reduce Hospital Capital Costs. We have determined that historical costs used in setting hospital 
payment rates were inflated because of excess hospital capacity and the inclusion of inappropriate 
elements. The newly enacted prospective payment system for capital expenditures is based upon 
inflated historical costs as part of the formula calculjttioo. Continuing mandated reductions in capital 
payments beyond FY 1995 (when currently legislated limits expire) would be proper and fair and save 
the program billions each year. 
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Change Incentives for Rillipf I ^h ontpcy Servica. The Medicare Part B program is paying single 
test payment rates for ctiemiAry tett ooaoioaly pecfbnned on Mtiftmattri laboratory equipmott. 

Single test paymem rates are p^ becaose HCFA*s guirieJines regarding chemistry tests subject to 
paneling have not hceo iqtdated to add testa as iaborsory techncdogy has advanced. Savings to the 
Medicare program would be about $216 milliofl smiaUy if 10 tests were included as panel tests 
nationwide. The HCFA has agreed to S of tfuae tests. 

We also believe that the incentives for bUling laboratory services need to be changed. We*ve put 
forward two ideas in particular: reinstating of beneficiary coinsurance and deductiUe provisions for 
clinical laboratory services as a means of ooetroUing udUzalioii; and tolling in laboratory services as 
part of the payment for a physidan office visit. We estimate over $1 billion in annual savings from 
the first proposal, and another $1 bilJioD annually from the second, exclusive of the beneficiary 
coinsurance which would be paid for the office vkk. 

We don’t expect that you’ll agree with all the cost saving ideas we’ve proposed in the Red Book, or 
even with our savings estimates in all cases. But we believe die proposals in our Red Book are useful 
for policy makers to consider as they look to contain costs and imroduce program efficiencies. 


THE NEW FRAUD FIGHTING ENVIRONMENT 

1 would now like to turn to the broad questioa of bow we can best protect the Medicare program 
from fraud and abuse. If you asked me what is different today from several years ago in the fraud 
fighting environment, I would point to diree Cactms in particular-increased sophistication and 
complexity in fraud schemes; rising Medicare costs, creating a more attractive target for die 
unscrupulous: »od the anergeoce of new 'fraud fighters* to meet the challenge. 

I'd like to discuss briefly each of these tc^ics and what I believe are possible solutioDS to address the 
challenges before us. 

Coordination of Anti-Frand and Atuise Activities 

Now more than ever, there are numerous Federal, State, and local law enforcement groups with a 
stake in investigating and prosecuting heahiii care fraud. These include the Department of Justice and 
the Federal Bureau of Investigations; the Inspectors General at HHS, the Department of Defense, the 
Dqpartment of Labor, and the Department of Veterans AflEurs; the United States Postal Service, State 
M^icaid Fraud Control Unha and State Attorn^ General; and HCFA and Medicare contractor fraud 
units. 

It is essential that we take a leadership role in coordinating the fight against fraud and abuse in the 
beallfa care marketplace. The In^wctor General has taken her leadership responsibilities very 
seriously and has established this as one of die office’s top priorities. 

The Inspector General is oo-cfaair of the Executive Level Health Care Fraud Policy Croup, wbicb 
includes rqireseotatives of the Attorney General’s office, the Civil and Criminal Divisions, and the 
FBI. The Inspector General also diain foe IG Health Fraud CoordinatioD Council, composed of 
Inspectors General with responsfoUities in beahfa care. 

Rising Medicare Costs 

Willie Sutton was once asked why he robbed banks. Hu fomous answer was, "Because that's where 
the money is.” 

Today’s criminals may be more sophisticated, but in one way they ranain true to their forebears. 

They go where the money is. 

In 1980, Medicare program costs were $34 bUlkm. In ISKK), that number had increased to $107 
billion; by 1993, $143 billion; and estimated 199S cotts are $178 billion. Whh that much money at 
stake, the lure of a fast buck is irresistiMe to criminals and coo artists. 
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Investment in the OIG 

We see a tread towards iocreased complexity aad sopbisticatioo in the various schemes used to 
defraud the Medicare program^ and hence a greater need to call on more investigators, along with 
attorneys and auditors, to penetrate those schemes. Despite the increased threat, the OIG's resources 
have declined in the past several years as we have absorbed our share of the Department’s budget 
reductions. This has resulted in a decrease in OIG staff from 1,41 1 employees in 1991 to 1,207 
employees in 1995. By the end of FY 1994, 10 OIG investigative offices in 9 States and Puerto Rico 
were closed. During the same period, the OIG vras required to implement the fmancial statement 
audit provisions of the Chief Fmancial Officer’s Act of 1990, other new audit responsibilities, and 
over 40 new civil monetary and exclusion authorities, without additional funding for those new 
responsibilities. Our next challenge will be to absorb dte loss of 262 staff who will be transferred to 
the Office of Inspector General at the Social Security Administration. 

Fundii^ our activities has been hampered by the discretionary freeze provisions of the Budget 
Enforcement Act. Budget constraints have produced the illogical result that spending on fraud 
prevention and detection-activities that pay for themselves many limes over-has actually been 
curtailed. 

Lack of resources to identify waste and combat fraud and abuse is a major problem because it allows 
harmful praaices to continue and defrauders and atmsers to escape detection. The limited resources 
available are inadequate to address sophisticated aod complex schemes to defraud and abuse health 
care programs. 

Heath Can Fraud Reinvestment Fund 

The ovMsight and enforcement activities of the OIG and HCFA are among the most productive of 
Federal programs. 1 mentiooed earlier that for every dollar invested in the OIG, we return $80. 

We support a mechanism to increase funding available for combatting health care fraud and abuse 
without drawing down from the U.S. Treasury, or hjrtber burdening taxpayers. Under this concq>t, 
certain recoveries generated by our health care arui-fraud activities would be dqwsited into a 
reinvestment fund with dollars available to fund additional enforcement activities. Thus, the 
individuals who actually perpetrate fraud against, or otherwise abuse our nation’s health care system, 
will foot the bill for increasing policing of those programs. Of course, restitution to the Medicare 
Trust Funds and the affected Medicaid programs wtmid be made before any monies could be 
deposited into the account. In the last Congress, this conc^t had wide bipartisan support. I hope, 
Mr. Chalmian. we can win your support for this proposal. 


CONCLUSION 

Thank you for the opportunity to appear before you today. I look forward to a cooperative 
relationship with the new subwimnittee as the coi^essional session continues. This completes my 
wrioen statement. 1 am h^py to respond to any questions you might have. 
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Chairman Thomas. Thank you veiy much for that condensed re- 
port. Appreciate it very much. 

Mr. Scanlon. 

STATEMENT OF WILUAM J. SCANLON, ASSOCIATE DIRECTOR, 

HEALTH FINANCING AND POLICY, HEALTH, EDUCATION, 

AND HUMAN SERVICES DIVISION, U.S. GENERAL 

ACCOUNTING OFFICE, ACCOMPANIED BY EDAVIN P. 

STROPKO, ASSISTANT DIRECTOR, HEALTH FINANCING 

ISSUES 

Mr. Scanlon. Mr. Chairman and members of the subcommittee, 
we are very pleased to be here today to talk about ways in which 
the Medicare program could be improved to avoid excessive and un- 
necessaiw spending. 

I would like now to introduce my colleague, Edwin P. Stropko, 
who is Assistant Director of Health Financing Issues at the GAO. 
Today we will be describing how revising certain reimbursement 
policies and imposing better controls on fraudulent and abusive 
payments can conserve program dollars. 

In short, I will be discussing how loopholes and other weaknesses 
in reimbursement policies result in the program paying too much 
for services. Second, I will indicate how weak or absent controls on 
fraud and abuse result in the program paying for unnecessary serv- 
ices. Finally, I will note some broad administrative initiatives 
taken recently by HCFA that hold promise to cut Medicare spend- 
ing for such unnecessary services. 

Let me turn to the first area I indicated, problems in reimburse- 
ment policy. Our evidence suggests loopholes in payment rules and 
flawed payment setting methodologies allow Medicare to pay too 
much for some services. In the near term, immediate savings are 
possible through modest adjustments of those policies. 

For example, in part because of the difficulty of applying Medi- 
care’s general rule of paying reasonable costs to specific cir- 
cumstances, some skilled nursing homes and therapy companies 
have been able to pad administrative costs and services resulting 
in Medicare being charged hundreds of dollars per hour for occupa- 
tional and speech therapy even though therapists’ salaries are gen- 
erally less than $32 per hour. 'This and other examples illustrate 
the government’s need to act as a prudent purchaser. 

However, taking action is not a simple task. HCFA faces strong 
pressure from those who benefit from high payments often with lit- 
tle countervailing pressure from any specific constituency to make 
reducing payments a priority. 

The second area that I noted which is worthy of attention in- 
volves avoidance of paying for unnecessaiy services due to fraud 
and abuse. Opportunities exist to cut possibly billions of dollars in 
spending by implementing better controls over fraudulent and abu- 
sive Medicare payments. As you have heard from the Office of In- 
spector General, Medicare has paid providers’ claims for improb- 
ably high levels of service or cost. 

Additional examples include paying a clinical laboratory $3.1 
million in 5 years for mileage charges to transport specimens. Mile- 
age that would allow one to circumnavigate the globe about 230 
times or paying a van service $62,000 for transporting a single ben- 
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eficiary 240 times in 16 months. These abuses came to light be- 
cause of whistleblowers, not because program safeguard controls 
detected them. 

Medicare pays more claims with less scrutiny today than at any 
other time in the past 5 years. Administrative funding declines 
have led to only 5 percent of claims slated for review in 1994. 
Profiling individual providers’ claims to detect questionable billing 
practices has also declined. Physicians, supply companies, or diag- 
nostic laboratories have about 3 chances out of 1,000 of having 
Medicare audit their billing practices in any given year. This lim- 
ited investment in oversight occurs despite HCFA estimates that at 
present levels, incremental spending for antifraud and abuse activi- 
ties would save $11 in benefits for every $1 invested. 

Finally, let me note two broad HCFA administrative initiatives 
that our work indicates could assist considerably in reducing inap- 
propriate payments. First, the Agency is requiring its contractors 
not just to examine claims from particular providers that might be 
overbilling but also to examine claims for specific medical proce- 
dures to identify questionable spending patterns and trends within 
geographic areas. 

Second, HCFA is also developing a new claims processing sys- 
tem, the Medicare transaction system, to replace the 11 different 
systems used by the Medicare contractors who process and pay 
claims. This system will provide HCFA with improved capacity to 
reengineer its efforts to manage proCTam dollars and properly over- 
see contractor spending, savings and workload. 

In conclusion, it is dear that Medicare is an expensive program 
that is growing fast. Despite the urgency of controlling Medicare’s 
high spending growth, however, swift, simple solutions may be dif- 
ficult to identify and implement. 

For the immediate future, HCFA can seek ways with the assist- 
ance of the Congress to make the government a more prudent pur- 
chaser of health services. By correcting flawed reimbursement poli- 
cies and making adequate investment in and attention to activities 
like HCFA’s recent antifraud and abuse initiatives. Medicare can 
avoid making unnecessary payments that can amount to billions of 
trust fund and tax dollars. 

Mr. Chairman and members of the subcommittee, this concludes 
my statement. We will be happy to answer any questions that you 
have. 

[The prepared statement and attachment follow:] 
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TESTIMONY OF WILLIAM J. SCANLON 
UNITED STATES GENERAL ACCOUNTING OFFICE 

Mr. Chairman and Members of the Subcommittee; 

We are pleased to be here today to discuss the ways in which 
the Medicare program could be improved to avoid excessive or 
unnecessary spending. Last fiscal year, federal spending for the 
Medicare program totaled $162 billion, or over $440 million a 
day. The Congressional Budget Office estimates that by 2002 
Medicare spending could exceed $340 billion. Today we will 
examine the program's areas of rapid spending growth and ways to 
conserve program dollars --mainly by revising certain 
reimbursement policies and better controlling fraudulent and 
abusive payments. Our findings derive from numerous studies we 
have done on the Medicare program in recent years as well as 
ongoing studies. (See app. I for a list of the issued reports.) 

In brief, Che government faces strong obstacles to bringing 
Medicare expenditures under control. Broad-based payment system 
reforms have slowed aggregate spending, but Medicare's growth 
races remain higher than overall inflation. And while additional 
reforms may be needed, their nature is Che subject of much 
debate. There is less dispute, however, that Medicare pays too 
much for certain services and supplies. Fiscal pressures have 
Led private and state-government payers increasingly to negotiate 
discounts with providers and to manage the form and volume of 
care. Medicare has not exercised its potential market power in 
similar fashion when buying certain services, such as 
rehabilitation therapy. Our evidence suggests that, in the near 
term, the government may want to revise the reimbursement 
policies for these excessively costly services to ensure that it 
IS acting as a prudent buyer. The evidence also suggests that 
greater vigilance over wasteful or inappropriate payments could 
better protect Medicare funds against providers’ fraudulent and 
abusive billings. 

BACKGROUND 


The Medicare program provides health insurance coverage for 
over 36 million elderly and disabled Americans. Its coverage is 
quite extensive, including physician, hospital, skilled nursing 
home, home health, and various other services. About 90 percent 
of beneficiaries obtain services on a fee-foc-services basis, 
choosing their own physician or other health care provider, with 
charges sent to the program for payment. Medicare's payments are 
determined by a complex array of rules and procedures. 

Seeking ways to constrain Medicare spending is a daunting 
task for good reason--the program is typified by paradox. On the 
surface, Medicare appears to be extensively regulatory, with 
thousands of pages of laws, regulations, and manuals governing 
program administration. Yet the individual decisions by millions 
of beneficiaries and hundreds of thousands of providers determine 
program spending. On the surface, Medica-re-iS-_p^ceived to be a 
national program that is administered centrally. While on one 
level this is true, it is also true that commercial insurers-- 
like Aetna, Travelers, and Blue Cross and Blue Shield plans-- 
administer the program locally. By law, HCFA contracts with 
private insurers to process and pay Medicare claims. Today abci..: 
73 contractors perform this function, and each is required to 
work with its own medical community to set coverage policies and 
payment controls. Despite its image as a national program, 
therefore, Medicare's terms for covering medical care depend on 
eacl^ contractor, except in the few instances where HCFA has 
established national policies. 

As intended, the contractor network has kept Medicare's 
policies within close reach of local provider communities. A':.~r 
HCFA issues guidelines and regulations, it does so only after 
extensive comment by the relevant segment of the health care 
industry. The program was designed this way to protect againsi 
undue government intervention in the nation's health care. .“.s 
consequence, however, HCFA faces obstacles in making the 
government a prudent buyer of health care services. 
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CONTROLLING MEDICARE 
SPENDING IS CHALLENGING 

Competing pressures challenge the government's abilitv to 
control Medicare spending. The multiple stakeholders involved 
and the potential market impact of enacting Medicare cost 
containment reforms argue for proceeding cautiously, while 
growing budget deficits call for imrriediate corrective measures. 

In the last decade, the Congress has enacted two major 
legislative reforms that have slowed Medicare spending. A 
prospective payment system {PPS) using diagnosis-related groups 
helped bring aggregate spending growth for inpatient hospital 
services from about 15 percent in the early 1980s to about 8 
percent a year today. A fee schedule known as RBP.VS (resource- 
based relative value scale) and limits on spending increases 
knovm as volume performance standards helped reduce aggregate 
physician payment growth from over 10 percent in the lace 1980s 
to 2 to 5 percent over Che last few years. 

Still, Medicare spending growth remains at high levels for 
two reasons. First, the inpatient hospital and physician 
spending categories amount to $112 biliion--over 75 percent of 
total Medicare spending. Despite some moderation, growth in 
hospital payments, after accounting for Che growth in beneficiary 
numbers, still exceeds the growth of the nation's economy as 
measured by the gross domestic product. The sheer size of these 
spending areas means chat each percentage point of growth 
represents hundreds of millions of dollars and helps account for 
the projected more-than-doubling of spending to $340 billion in 
2002 . (See table 1 . ) 

Table 1; Medicare Payments and Growth Rates for Selected Service 
Categories 
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Second, spending growth for other cacegories--such as 
outpatient hospital, home health, and skilled nursing care 
services--has accelerated dramatically. Between 1992 and 1993, 
spending for outpatient services grew by 11 percent to about S12 
billion, and spending for home health and skilled nursing care 
each grew by about 40 percent to $11 billion and $5.7 billion, 
respectively. Ironically, this growth stemmed in part from the 
cost containment success of PPS, which pron^)ted providers to 
shift the delivery of such procedures as cataract surgeries to 
outpatient settings. In addition, reduced hospital stays may 
have increased the demand for services provided by home health 
agencies and skilled nursing homes. (See fig. i.) 
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Fnure I: Growth ir. Medicare ?3v~.er;‘:3 ar.j Fastest Growing 
Services 
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Home health and nursing home spending, che program's fastest 
growing components, have expanded also as the result of external 
pressure to interpret Medicare's coverage rules for these 
services more liberally. This pressure, in Che form of 
successful legal actions against the program, was precipitated by 
Medicare's attempts following Che introduction of PPS to 
scrutinize the appropriateness of home health and skilled nursing 
home claims. Over the past decade, HCFA has been exploring ways 
to pay for these services prospectively, both to control prices 
of services and create incentives for appropriate utilization. 
However, sweeping changes to payment and coverage policies for 
major services like home health raise complex issues that may be 
difficult CO resolve quickly. 

LOOPHOLES AND OTHER WEAKNESSES PERVADE 
CERTAirJ REIMBURSEMENT POLICIES 

Immediate savings in the billions of dollars are possible, 
though, by modest adjustments to certain reimbursement policies. 
Loopholes in payment rules and flawed rate-setting methodologies 
allow Medicare to pay coo much, in certain cases, for 
rehabilitation therapy, magnetic resonance imaging (MRI), and 
anesthesia services. Consider the following cases: 

Skilled nursing homes and therapy companies have been able 
to pad administrative costs and inflate charges because of 
lax oversight of providers' cost reports and che resources 
needed to apply Medicare's general rules Co specific 
circumstances. As a result, for some beneficiaries. 

Medicare has been charged che equivalent of hundreds of 
dollars per hour for occupational and speech therapy, Chough 
therapists' salaries are generally less than $32 per hour. 

Medicare does not systematically lower payment rates for new 
technology services as they mature and become more widely 
used and as providers' costs per service decline. For 
example, Medicare payments for MRIs supported a 
proliferation of MRI machines in Florida, where payment 
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rates were so high that even inefficient, low utilization 
providers could earn profits. 

Anesthesia payments, unlike payments to other physicians, 
are based on units of time, thus providing a financial 
incentive to prolong anesthesia service delivery. Our 
studies have shown that reported times for Che same 
anesthesia service vary widely for no apparent reason and 
that basing fees on a procedure's median anesthesia time 
could reduce Medicare payments by over $50 million a year. 

Together these problems illustrate the government's need to 
act as a prudent purchaser. In each of these cases, Medicare has 
continued to pay higher rates chan necessary in a competitive 
health care environment. Yet taking action is not a simple task. 
HCFA faces strong pressure from those who benefit from high 
payments, often with little countervailing pressure from any 
specific constituency to make reducing payments a priority. 

For example, despite projected savings, HCFA has been 
unsuccessful in its attempts to change its method of reimbursing 
for anesthesia services. Similarly, since 1993 HCFA has been 
exploring ways to address the inappropriate billing and payment 
of rehabilitation therapy claims, while spending for these 
services is growing at nearly 30 percent a year. Finally, HCFA 
has taken some action to lower spending Cor MRIs and other 
expensive technology, but not before its initially generous 
reimbursements allowed an oversuppLy of certain technology to 
drive up overall health care spending. HCFA still needs to 
develop methods for reimbursing the capital costs of new 
technology based on the Lower operating costs achievable through 
efficient utilization . 


CONTROLS OVER FRAUD AND 
ABUSE OFTEN WEAK OR ABSENT 


Other opportunities to cut possibly billions of dollars in 
spending involve implementing better controls over fraudulent and 
abusive Medicare payments. Over 98 percent of Medicare spending 
is for payments to providers. Program administration--cldims 
processing and activities to prevent inappropriate payments-- 
constitutes slightly more than 1 percent of total Medicare 
spending. Less than one-quarter of a percent goes toward 
checking for erroneous or unnecessary payments. 

Controls over waste, fraud, and abuse help ensure that 
Medicare does not pay for unnecessary or inappropriate services. 
Some controls are electronic and are programmed into computer 
claims processing software. They trigger the suspension of 
payments by flagging claims for such problems as charging for an 
excessive number of services provided on a single day. They also 
suspend payments for such clerical errors as the incomplete or 
erroneous number of digits in a provider's billing number, The 
computer automatically holds the claim until the data are 
corrected- Medicare's electronic controls are developed and 
applied largely at the discretion of Medicare's claims processing 
contractors . 

The best way to understand what better Medicare payment 
controls might accomplish is to examine what has occurred in 
their absence. In some instances. Medicare has paid providers' 
claims for improbably high levels of service or cost. For 
example, the following are abuses that have come to light through 
whistleblowers, not because program safeguard controls detected 
them : 


Over 5 years. Medicare paid $3.1 million in mileage charges 
to a clinical laboratory for transporting specimens. This 
amount reflects a distance of 5.7 million miles, equivalent 
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to Circumnavigating the earth about 230 times. 

Over 16 months, a van service billed Medicare $62,000 for 

ambulance trips to transport one beneficiary 240 times. 

In fiscal year 1993, Medicare processed almost 700 million 
claims, about 250 million more than it processed 5 years earlier, 
iet Medicare pays more claims with less scrutiny today than at 
any other time over the past 5 years. Funding declines, relative 
to the growing number of Medicare claims, have forced HCFA to 
lower the proportion of claims that contractors must review. In 
1589, HCF.A set targets for contractors to suspend processing and 
tr.en review 20 percent of all claims; it reduced this target to 
15 percent in 1991. 9 percent in 1992 and 1993, and 5 percent in 
1594 . 

Similarly, HCFA's efforts to statistically profile clai.ms 
that detect providers' questionable billing practices have also 
declined. Physicians, supply companies, or diagnostic 
laboratories have about 3 chances cut of 1,000 of having Medicare 
audit their billing practices in any given year. 

In some instances, for lack of adequate funding, contractors 
have curtailed or discontinued reviews of certain medical 
services, even when there was evidence of widespread billing 
abuse and potential for significant savings. For example, a 
contractor we visited last year temporarily reduced or suspended 
the use of five electronic controls that triggered further claims 
reviews. These reviews had previously resulted in the denial of 
claims submitted and $4 million in savings over a 3-month period. 
The contractor suspended the use of the controls because the 
volume of claims they generated overwhelmed the claims review 
staff . 


The decline in program spending for fraud and abuse controls 
corresponds in part with Che 1990 passage of the Budget 
Enforcement Act. That act places stringent limits, or caps, on 
discretionary spending, which covers Medicare administrative 
costs, including the cost of contractors' fraud and abuse 
controls. Benefit payments, however, are not subject to these 
caps. This creates a dual problem. Any increase in spending for 
Medicare's fraud and abuse controls would require cuts in funding 
for other discretionary programs, such as education or welfare. 

A decline in benefit costs, however, even if attributable to 
savings from fraud and abuse activities, cannot be used as an 
offset. In fact, funding for fraud and abuse activities is in 
continual jeopardy, since cutting this funding frees up money tor 
other discretionary programs. 

HCFA studies indicate chat spending for ancifraud and abuse 
activities can reduce Medicare program costs on average by as’ 
much as 11 times the amount invested. In effect, by not 
adequately funding these activities, the federal government is 
missing a significant opportunity to control Medicare program 
costs . 

HCFA'S BROAD ADMINISTRATIVE 
INITIATIVES COULD CUT MEDICARE 
SPENDING CONSIDERABLY 


HCFA has begun two major initiatives Co address long- 
standing problems with inappropriate payments. First, it 
established a data analysis requirement, called focused medical 
review, for contractors to better identify excessive spending. 
Second, HCFA let a contract to design a single automated claims 
processing system--called the Medicare Transaction System--chat 
promises greater efficiency and effectiveness in claims 
processing . 
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Prior to the focused medical review requirement, contractors 
were expected to examine claims looking only for physicians and 
other providers whose claims suggested they might be overbiiling 
or engaged in some other wrongdoing. Under the new requirement, 
contractors must also examine spending for medical procedures to 
identify questionable spending patterns and trends. 

For example, when a Medicare contractor in Tennessee 
compared its payments for selected services with those of other 
contractors, it found an instance where total payments for a 
service- -pathology consultations--were not in line with other 
contractors' totals. Specifically, the contractor was paying 
pathologists for consultations when the test results isi'.ould have 
been interpreted by the requesting physician. The contractor 
revised its payment rule governing pathology consultat ions , and 
reimbursements for this service declined from $2.7 million in 
1988 to less than $11,000 in 1992. 

HCFA's development of a new claims processing system- -MTS - - 
is intended to replace the 11 different claims processing systems 
used by Medicare contractors with a single system expected to 
have improved capabilities. This system will serve as the 
cornerstone for HCFA's efforts to reengineer its approaches to 
managing program dollars. Using Che current multiple systems, 
HCFA has difficulty aggregating information on spending, savings, 
and workload at Che various claims processing contractors. 
Inadequate management information makes it difficult for HCFA to 
provide the oversight required of a national program. The new 
system, which promises to format claims data uniformly and 
produce comparable payment data, is expected to provide HCFA with 
prompt, consistent, and accurate management information. Full 
implementation is at least 3 years away. In 1994, we recommended 
continued cop management and congressional oversight to ensure 
the system's success. 

CONCLUSIONS 

Medicare is an expenj>ive program chat is growing fast. 
Because of its vast size and the aging of the population, broad- 
based reforms will be required to keep Medicare from consuming 
ever-larger shares of the national income. Despite the urgency 
of controlling Medicare's high spending growth, however, the 
program's complexities militate against swift, simple solutions. 
Reforms have moderated spending growth for inpatient hospital and 
aggregate physician services, but the lower growth still 
increases Medicare spending in multibillion dollar increments. 
Moreover, for the program's fastest-growing spending components, 
such as home health services, the government faces significant 
challenges to implementing major cost containment reforms. 

For Che immediate future, HCFA could seek ways, with Che 
assistance of the Congress, to make the government a more prudent 
purchaser of health services. By correcting flawed reimbursement 
policies, such as those for rehabilitation therapy, high-cost 
technology, and anesthesia. Medicare could lower its spending 
growth rate. In addition, with adequate investment and attenticr. 
to activities like HCFA's recent antitraud and abuse initiatives, 
Medicare could avoid making unnecessary payments that could 
amount to billions of trust fund and tax dollars. 


Mr. Chairman and Members of the Subcommittee, this concludes 
my statement. We will be happy to answer any questions. 
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APPENDIX I 


RELATED GAO PRODUCTS 

Medicare Part B: Regional Variations and Denial Rates fo r 
Medical Necessitiv (GAO/ PEMD- 95-10 , Dec. 19, 1994). 
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Warrant HCFA ' s Scrutiny (GAO/KEHS -95-2 , Oct. 20, 1994). 

■Medicare: Technology .Assessment and Medical Coverage Decisions 

(GAO/HE.HS-94 -195FS. July 20. 1994:. 

Medicare: Inadequate Review of Claims Payments Limits Ability to 

Ccr.trol Spending iGAO / HEHS-94 - 42 , Apr. 28. 1994). 

Health Care Reform: How Proposals Address Fraud and Abuse 
(GAO/T-HEHS-94-124. Mar. 17. 1994). 

Medicare: Greater investment in Claims Review Would Save 
Millions (GAO/HEHS-94-35, Mar. 2. 1994). 

Medicare: New Claims Prccessino System Benefits and Acquisition 

Risks {GAO/HEHS/AIMD-94-79, Jan. 25. 1994). 

Medicare: Adequate Funding and Better Oversight Needed to 

Protect Benefit Dollars (GAO/T-HRD-94 -59 . Nov. 12, 19931. 

Psychiatric Fraud And Abuse: Increased Scrutiny of Hospital 
Stays Is Needed for Federal Health Programs (GAO/HP-D-93 -92 , 

Sept . 17 , 1993) . 

High-Risk Series: Medicare Claims (GAO/HRD-93 -6 , Dec. 19 92) , 

Medicare: One Scheme Illustrates Vulnerabilities to Fraud 
(GAO/HRD-92-76. Aug. 26, 1992). 

Medicare: E.xcessive Payments Support the Proli teration of Costiv 

Technology (GAO/HRD-92 -59 . May 21 . 1992). 

Health Insurance: Vulnerable Pavers Lose Billions to Fraud and 
Abuse {GAO/HRD-92-69, May 7, 1992) and related testinony (GAO/T- 
HRD-92-29, May 7, 1992) . 

Medicare: Variation in Payments to Anesthesiologists Linked to 

Anesthesia Time (GA.C/HRD-9 1 -43 , Apt. 30. 1991). 

Medicare: Meed for Consistent National Policy for Special 

Anesthesia Services (GAO/HRD-91-23 . Mar. 13. 1991). 
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Chairman Thomas. Thank you very much, Mr. Scanlon. 

Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Mangano, I appreciate your testimony because now I know 
who to call when constituents call me and say that they have got 
this $90 device in front of them that they know they can make for 
$20. And I am going to add to your show-and-tell list there. 

Mr. Mangano. OK. 

Mr. Christensen. You said that HCFA does not have adequate 
mechanisms for determining which services should be paid by part 
A or part B. 

Can you estimate to what degree HCFA has lost control over the 
program and how much we are spending as a result of its inability 
to effectively manage the program? 

Mr. Mangano. It would really be hard to assess how much 
money is being spent that shouldn’t be spent because we only find 
it when we do find it in our individual studies. In one study that 
we just completed for Medicare part B, durable medical equipment, 
as an example, can only be billed in the home. It cannot be billed 
for a patient that is in a nursing home. 

We found about $11 million that was being billed under durable 
medical equipment in a nursing home under part B services. On 
the face of it, that should not have been reimbursed. The big prob- 
lem that occurs in a nursing home is that a nursing home gets to 
negotiate a little bit about what services they will provide; so when 
thev are getting their part A payment, they can say that Medicare 
will not cover other lunds of things that you and I would think 
should have been covered. 

In addition to things like medical supplies, about $55 million in 
1993 was charged to the Medicare part B program for rehabilita- 
tion services. C^er $40 million was charged for epidermal nutrition 
programs. These are nutrition programs where a person cannot eat 
like you or I but have to take their nutrients intravenously. There 
are any number of areas where these things are occurring. 

We spot them when we see these big spikes start to go up in the 
reimbursement area. It is very difficult to determine how much ac- 
tually is being spent out there that should not be spent. 

Mr. Christensen. At the end of your testimony, you spoke about 
the Medicare fund and about monitoring it better and having the 
money go toward that. As a new member on this committee, I am 
not aware of what you did in the 103d Congress. What suggestions 
do you have to improve on what we did in the 103d? 

Mr. Mangano. Sure. In any number of bills that had wide bipar- 
tisan support, there were suggestions for things called health care 
fraud and abuse control which basically said that when we inves- 
tigate fraud and abuse and we have a successful prosecution, the 
program ought to be restored every penny that it lost because of 
that fraudulent activity. We would do that first. In addition to that, 
judges often require that penalties and fines be charged. 

They also sometimes award investigative costs for what it cost 
the government to investigate the individual incident. What we are 
suggesting is that in the area of fines, penalties, and investigative 
costs, that a portion of that be put aside to help the Inspector Gen- 
eral’s Office and the Health Care Financing Administration in- 
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crease our activity in the fraud and abuse areas. In this way, the 
perpetrators of fraud will be actually paying for the increased polic- 
ing, not the taxpayers. 

We quite well understand the burdens that you are under in the 
Congress of not wanting to exceed the discretionary budget caps. 
The budget in the Inspector General’s Office is included under the 
discretionary accounts so we are very much aware of that. What we 
are looking for is a funding mechanism by which you would not 
have to increase the cost to the taxpayer. 

We are very proud of the fact that we return about $80 to the 
taxpayers for every $1 invested in the Inspector General’s budget. 
We would like to help increase that return on investment by hav- 
ing more money to work with to bring more money back. 

Mr. Christensen. In closing, it sounds like you are doing a good 
job and I know that we want to do whatever we can to help you 
in your efforts. But I am always concerned by government agencies 
that police and monitor everything in the private sector. For exam- 
ple, other organizations, namely the EPA, have been nothing more 
than huge bureaucracies as far as their fining and overpolicing of 
the private sector. 

What suggestions would you have for us to monitor better 
through private sector solutions? Any ideas? 

Mr. Mangano. Let me mention that there are a lot of checks and 
balances against our being abusive in policing the system. The sys- 
tem is replete with checks and balances. We cannot have a success- 
ful prosecution unless a U.S. attorney decides the case is worthy 
of carrying forward. We can’t have a successful prosecution unless 
a judge or a jury awards damages, et cetera. 

With regard to the private sector, we helped start about 10 years 
ago an organization called the National Health Care Anti-Fraud 
Association. It is an association of large insurance companies that 
have banded together in this association to begin their assault on 
fraud and abuse. 

We have been working with that organization for the last 10 
years and in fact hold a seat on its board. We have training ses- 
sions once a year to help them understand the kinds of schemes 
that we are finding in the government that they can then pick up 
on and look at in their own insurance companies. Occasionally they 
tell us of things that they are finding that we could follow up. 

Mr. Christensen. Thank you. 

Thank you, Mr. Chairman. 

Chairman Thomas. The gentleman from New York, Mr. Hough- 
ton. 

Mr. Houghton. Thank you very much, Mr. Chairman. 

Thank you gentlemen for being here. Your testimony was ex- 
traordinarily interesting, as this whole thing is. I have got to say 
that the study and understanding of our health system is the sin- 
gle most complex issue I have tried to ever wrap my arms around, 
so I appreciate your particular illustrations here. 

I guess I want to ask a broad question here. You both have said, 
you said, Mr. Mai^ano, that Congress has got to study the merits 
of a variety of different approaches and I think Mr. Scanlon you 
said the same thing. 'There are specific things that can be done, but 
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you suggested about correcting fraud reimbursement policies, we 
really ought to get into the larger picture. 

I guess the question I have got is this. I don’t know whether we 
are trying to work a system that has just gotten too big. I don’t 
know how you feel about this. You argue the programs and com- 
plexities preclude swift, simple solutions. But are you really saying 
that this means we should have an entirely different approach? 

And let me just add one other thought here. That the bigger the 
system, the more micromanaging is necessary. So is there a way 
to flip it so that the individuals are monitoring the systems the 
way they do in other parts of life, or do we have to continue man- 
aging an ever-increasing huge bureaucracy which is called Medi- 
care? 

Mr. Scanlon. I think I share your frustration about trying to 
come to grips with the health care system and I think part of it 
is the same kind of frustration that individual consumers face in 
trying to assess what types of health services they need. Basically, 
we all suffer from an information problem. We don’t know what 
services are really required for our best interest and, therefore, we 
need to rely on providers, creating an essential conflict of interest. 

This problem is being addressed by the private sector. As the 
previous panel indicated, the private sector is well ahead of the 
curve in terms of trying to create a set of incentives for both pro- 
viders and consumers that encourage the delivery of appropriate 
care. Medicare is a huge program and there have been a number 
of proposals to reform it that have talked about still giving people 
maximum choice, including remaining in the traditional program. 
Our concern is that while taking advantage of the private sector 
initiatives is essential for Medicare to consider, there is still a need 
to woriy about the management of what remains in the traditional 
program. And that is a daunting task given the complexity and the 
size of this activity. 

I think the private sector is also not ready to suggest that they 
have a simple or single solution to insure only appropriate care is 
delivered, but that they are trying a variety of alternatives. One of 
the private sector’s advantages is that it is able to move much more 
quickly in terms of changing its system than can a public program. 

Mr. Houghton. Would you like to answer, Mr. Mangano? 

Mr. Mangano. I would just like to add we share your concern. 
This is a massive system. When I talked about $178 billion in Med- 
icare, that was only the Federal money and not the beneficiaries’ 
portion of it. That doesn’t even take into effect the Medicaid sys- 
tem, which is another $92 billion Federal money and then States 
share after that. 

I think you have to work a system that is that large from many 
different factors, many different facets. One of the best ways we get 
good leads for investigations is when beneficiaries get a notice in 
the mail from their insurance company saying that Medicare paid 
X amount for these following services and the beneficiary will say, 
wait a minute, I didn’t get that kind of service and they will call 
our office and tell us about it. 

I think some of the approaches through managed care have a lot 
of promise. Right now I believe Medicare has about 8 to 10 percent 
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of its beneficiaries in managed care. Managed care presents a dif- 
ferent kind of problem. 

In the fee-for-service system, we are worried about beneficiaries 
getting unnecessary services. In managed care, we have to be con- 
cerned about some, and granted it would be very few, providers 
who would provide too few services to increase their profits. 

What we can do is automate the system as much as possible to 
identify where the aberrancies show up. When we see these rocket 
ship charts where, all of a sudden, for 1 or 2 years costs go up dra- 
matically, we know something’s happening in the marketplace. We 
have to jump in and take a look at it. Medicare has taken a num- 
ber of initiatives which do take advantage of some of that tech- 
nology. 

Mr. Houghton. I guess the worry I have, I have only got a little 
time left, is there is such a huge discrepancy between those who 
pay and those who receive and there are so many inner layers that 
you said in your testimony, Mr. Scanlon, that the government has 
tried to take a couple of cuts at this. One was in this PPS, prospec- 
tive payment system, and the other was in terms of this resource- 
based relative value scale. 

I don’t know how many people out there in the United States 
really understand what that is. But what we are trying to do is to 
constantly take a cut at a system which is really imperfect and it 
doesn’t give the people who receive an incentive to save money be- 
cause they don’t know how to do it. 

Mr. Scanlon. I think that is the case. We have not found the 
solution as the previous panel indicated. Almost all Medicare bene- 
ficiaries have some form of secondary payment that removes the in- 
centive that program designers attempted to create through coin- 
surance to make people more sensitive to the cost of services. 

The resource-based relative value scale and the prospective pay- 
ment system have had their impact in chanmng provider behavior, 
though. As the panel indicated, there are other areas within those 
two broad systems where things could be improved and what we 
have tided to identify today are other areas that also are in need 
of improvement. 

Mr. Houghton. Thank you, Mr. Chairman. 

Thank you, gentlemen. 

Chairman Thomas. Thank you. 

Mr. Kleczka. 

Mr. Kleczka. Thank you, Mr. Chairman. 

Mr. Mangano, I have always been of the opinion that home 
health care in the long run will save dollars versus nursing or hos- 
pital care. Now, my question is: If in fact we can root out the pay- 
ment for nonvisits and some of the other abuses, is that statement 
not still correct? 

Mr. Mangano. I believe there is great promise in home health 
care services because it does eliminate the need to have persons go 
to nursing homes, which is the most expensive care that we can be 
providing in this countiy. So if we can ratchet down some of these 
abuses in the system, I think we also need to be thinking about 
mechanisms to avoid some of the most prevalent abuses. 

In addition to services that are not wanted, you can get into the 
problem of having services that are beyond what is needed in a 
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case. A physician has to fill out a form that would allow a person 
to receive home health care services, but that physician usually 
does not follow the patient after they have completed that evalua- 
tion. They don’t make house visits, and they don’t look at the man- 
aged care. 

We have been looking at a variety of other systems used by other 
payers, like the Veterans’ Administration, the CHAMPUS program. 
Civilian Health and Medical Program of the Uniformed Services, 
HMOs in which they establish a case manager. 'That case manager 
would decide whether the person really appropriately needs those 
benefits. Thw will follow the utilization and the progress of the 
beneficiary. They will also cap the number of visits, and they will 
require a copa 3 Tnent. 

Mr. Kleczka. We have a project program going on, a 3-year 
project program in Milwaukee called ‘T-care” which is doing exactly 
that. 

Mr. Mangano. Right. 

Mr. Kleczka. During this period, have we seen any reduction in 
cost for part A or the nursing home? 

Mr. Mangano. Absolutely not. 

Mr. Kleczka. Why? Because utilization has increased? Or is it 
hard to say? 

Mr. Mangano. In the home health area, the number of visits has 
doubled in the last 4 years. The nursing home costs have also been 
going up steadily for the last 4 years. The home health benefit has 
all of a sudden skwocketed. 

We can claim tnat there are technologies that can be carried out 
in the home so that people don’t have to go to a nursing home. 'The 
numbers of people added to the aged population are also increas- 
ing. 

Mr. Kleczka. That is why you can’t track cost savings because 
you are not tracking that one piece. 

Mr. Mangano. That is correct. 

Mr. Kleczka. You might track a bunch in health care, all of a 
sudden 30 more go into nursing homes. You indicated in your 
statement skilled nursing facilities are billing under part B where 
they should be covered under part A. We have intermediaries who 
are charged the responsibility of reimbursing those providers. Why 
don’t they buck those claims? 

Mr. Mangano. They have trouble matching the person with the 
two different billings. The Medicare program will receive a billing 
for part A services for a person in a nursing home. The part B is 
really a separate process. They have to have a process where they 
begin to match these. In doing this study, we had to physically do 
matches between the two programs so we could track the individ- 
ual beneficiary. 

Mr. Kleczka. But you would think that once they pull up Joe 
Smith on the screen, and the code is nursing home patient, B 
should not be applicable for reimbursement. 

Mr. Mangano. Right. That is correct. And clearly Medicare needs 
to do a better job in that area. 

Mr. Kleczka. The next question is relative to the example you 
have with the cleanup devices where a packet is $4, but the split 
up, it is $20. Is there any additional financial incentive to the nurs- 
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ing home to buy the $20 split package versus the $4? What is their 
cut? What is their benefit? 

Mr. Mangano. We found some real interesting things when we 
did that. We found nursing homes getting boxes and boxes of sup- 
plies of these kits. The medical equipment supplier was charging 
them off to the individual beneficiary and sending its bill directly 
to Medicare so the nursing home never saw the bill. 

So there is an advantage to the nursing home in that they have 
this large supply of medical devices and supplies that they can use 
on an everyday basis for all the beneficiaries in the home. These 
are things we think would have been the normal responsibility of 
the nursing home itself. 

Mr. Kleczka. ok, but what is in it for the nursing home? 

Mr. Mangano. Free supplies. 

Mr. Kleczka. They get free supplies, so that saves them over- 
head costs and equipment costs. 

Mr. Mangano. That is correct. 

Mr. Kleczka. The supplier is the one making all the money from 
that transaction? 

Mr. Mangano. That is correct. 

Mr. Kleczka. Mr. Chairman, let me go on to one further ques- 
tion. A letter I received from a constituent who writes to me he has 
power of attorney for his mother-in-law. She has Alzheimer’s and 
recently became incontinent. They were told, or the family was told 
by the residence where the mother-in-law stayed, that the devices 
for the incontinence would cost somewhere around $2 apiece. So 
the residents went out and purchased these from a company in 
Florida, Tampa, Fla., called Meditech. And the end result was that 
instead of $2 per item for the incontinent diaper, they were billed 
for the urinary collection devices, some $1100, which translates to 
over $10,000 on average per year. And the constituent talks about 
Depends. Are you aware of, and I guess there might be many 
kinds, are you aware of what is a urinary collection device and how 
does that differentiate from a Depends? 

Chairman Thomas. I tell the gentleman, just earlier, we had a 
show and tell and we have got to repeat the show and tell? 

Mr. Kleczka. No, no. 

Chairman Thomas. This has an impact and you need to see it. 

Mr. Kleczka. I was here. 

Chairman Thomas. That is it. 

Mr. Mangano. This is one of the devices, the female urinaiy col- 
lection device which Medicare is billed $7.38, as opposed to the 33 
cents for the diaper. 

Mr. Kleczka. That could be the urinary device. 

Mr. Mangano. That could be it. 

Mr. Kleczka. Originally the resident said it would cost $2 and 
they were talking something similar to a Depends. 

Mr. Mangano. Yes. Depending on what the device was itself. An 
individual diaper, we can buy for 33 cents. But depending on what 
the specific needs of the individual was, that device may be some- 
thing more elaborate than that. 

Mr. Kleczka. But the individual indicates that the only dif- 
ference in his — and he is not a medical expert, is that the Depends 
are not wrapped separately. The device that they are paying for. 
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that we are paying $10 for, is wrapped separately. So evidently 
there must be a comparison with diaper, the diaper versus the de 
vice you showed us before. 

Mr. Mangano. Or it could be what we call fragmenting the bill- 
ing where they take a package which has maybe three or four 
items in it, separate them and hill separately for each of those par- 
ticular items so the cost when you are billing separately is much, 
much higher than billing for the one individum package. 

Mr. ifi^czKA. Evidently there were two shipments, one for 27 
and one for 25, so there is some bulk there. 

One last question since I have a little time left, Mr. Chairman, 
or I can come back in the second round? 

Chairman Thomas. If you have got one last one, go ahead. 

Mr. Kleczka. For a product Iflce this, does a doctor issue an 
order? 

Mr. Mangano. No. 

Mr. Kleczka. Or can a home go out and get it? 

Mr. Mangano. A home can order it for the patient. 

Mr. Kleczka. It is their decision whether the patient should 
have a Depend or an individually wrapped device? 

Mr. Mangano. That is correct. 

Mr. Kleczka. Why wouldn’t they go local purchase versus run- 
ning to Meditech in Tampa, Fla.? 

Mr. Mangano. There are any number of reasons. 

Mr. Kleczka. There are a lot of pharmacies where they can be 
purchased. 

Mr. Mangano. What we found is a very aggressive marketing 
strategy on the part of medical suppliers to go to the nursing 
homes and say Medicare has an expanded benefit for this particu- 
lar type of service. They say, “If you order from us, we would take 
care of all the needs of your nursing home. You don’t have to go 
and deal with a lot of other providers.” 

The nursing homes will say, “Are you sure that Medicare covers 
this”? “Absolutely, and you won’t have to bill for it yourself. We are 
going to bill for it through Medicare part B.” 

Mr. Kleczka. Who gets the color TV at Christmas? I am sorry. 

Chairman Thomas. The gentleman’s time has expired. 

Mr. Johnson of Texas. 

Mr. Johnson of Texas. Thank you. Appreciate you bringing that 
issue up. 

I, you know, agree with an earlier questioner that looks like to 
me you guys are getting into micromanaging the system. And even 
though you claim you make a lot of savings, which I have heard 
many times in Texas from our own comptroller, mve us more peo- 
ple, we will return you more money, somewhere there is a point of 
diminishing returns or no returns. 

Can you tell me what level of additional resources you think you 
need to maximize your activities and why? 

Mr. Mangano. We are not even close to seeing the bottom of this 
barrel. We will get a minimum of 2,000 to 3,000 allegations a year. 
We can’t really work but about one-third of those. We will pass 
them on to other law enforcement organizations in hope that they 
can cover it. 

As the health care dollar has increased 
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Mr. Johnson of Texas. Well, when it becomes a matter of law 
or a violation of law, why shouldn’t the criminal or investigative 
processes do this? 

Mr. Mangano. The FBI has authority to do it but they are busy 
on a lot of other things as well. There are State Medicaid fraud 
control units. 

Mr. Johnson of Texas. What you are telling me is you need to 
be a separate police unit or a separate investigative unit, the ones 
that are set up to do that work, which are authorized by law to do 
that work, you are going to usurp their power. 

Mr. Mangano. The Inspector General Act of 1978, which dealt 
with the Inspectors General, required the Inspectors General to 
have two basic functions. The first was to audit the programs of 
our department and the second was to carry out investigations of 
fraud and abuse against the programs of our department. So we 
have been doing this for a number of years. 

Mr. Johnson of Texas. I don’t have a problem with that. But 
you also say that you are going to do studies and provide informa- 
tion about how non-Medicare payer structures manage their home 
health benefits. It sounds like that is a process that ought to be left 
to the private sector and not to an IG. 

Mr. Mangano. The kind of studies we do are meant to look at 
the programs of our department and see where the vulnerabilities 
are so we can follow up with specific audits or specific investiga- 
tions. Occasionally we will look to the private sector where we 
think there is something to be learned about how the Federal Gov- 
ernment can do its job better. 

For home health services, we took a look at the private sector to 
see how some of the managed care companies are doing. We think 
this information can be useful to the Medicare prog-am as well. 

Mr. Scanlon. In addition to fraud activities, there is the ques- 
tion of abuse. Not necessarily intentional abuse, but providers un- 
wittingly or unknowingly providing services that the program does 
not want to pay for. There isn’t, in our view, adequate attention to 
those kinds of occurrences because contractors’ budgets, in addition 
to the Inspector General’s budget, have declined over the years rel- 
ative to the volume of claims that are coming in to be processed. 
A gpreater investment in oversight would now seem to be able to 
generate savings. 

But we would aCTee with you that it is not an unlimited invest- 
ment that is called for but a carefully monitored investment to see 
what the returns are in savings. Additional investments should 
stop as soon as those returns decline to a point where the invest- 
ments are no longer justified. 

Mr. Johnson of Texas. OK. And Mr. Mangano, though, is it 
true or false that you are duplicating some of HCFA’s audit proc- 
esses? 

Mr. Mangano. No, absolutely not. As a matter of fact, at the be- 
ginning of the year and many times throughout the year, we will 
sit down with HCFA to go over the kinds of activities that they are 
going to be carrying out that year. We work very closely with them 
to make sure we don’t duplicate each other. Neither one of us has 
a dollar to spare in this activity so we are trying to make it go as 
far as we can. 
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Mr. Johnson of Texas. Would it be more economical to have it 
all in one agenw, yours instead of the Health Care Financing Ad- 
ministration? Why do they have one? 

Mr. Mangano. There are a number of activities that they carry 
out that I would consider program management activities. When 
you cross the line into auditing activities and investigation, you are 
moving into the Inspector General’s area, but there are some activi- 
ties that sort of look in the middle, in the gray area; and that is 
where we want to make sure we don’t duplicate each other. 

Mr. Johnson op Texas. Well, I would agree with that. Thank 
you. 

Thank you, Mr. Chairman. 

Cheiirman Thomas. Thank you, Mr. Johnson. 

If anybody is watching this either liv.e or some time in the future, 
I am sometimes really concerned that folks who aren’t in this room 
think we are as dumb as we appear to be and I want to assure any- 
one within my voice or picture that we are not. When you set up 
a fee-for-service program and it is a catch-me-if-you-can operation 
and there are people out there who are willing to be not just uneth- 
ical but criminal in their behavior, the report that you have given 
us would clearly occur. 

When you add billions of dollars to that mix, this report, al- 
though sad, probably shouldn’t be unexpected. If you pay someone 
money to dismantle a package and you are dumb enough to pay 
them for the specifics in the package, which total greater than the 
package itself, someone will do that. 

So as we listen to your testimony, it is neither all that enlighten- 
ing or significant to me except to say that we have been dumb for 
a long time. But it is just not us. The system was dumb for a long 
time. And there are ways to learn from what is going on in the pri- 
vate sector to correct our problems. 

Isn’t it reasonable to say that if you capitated the payments in 
a general area for services, that crooks would tend to get out of the 
business because they don’t have this multiplier or additive proce- 
dure which is of no problem to them but that if it was a capitated 
system and they had to deliver services under a structure in which 
all of the dollars didn’t matter, just the final service did, that we 
could go after this problem to a certain extent? 

Isn’t that true? Either one. 

Mr. Scanlon. I think we find that the problems that we have 
been noting today are in areas where there is no form of capitation. 
As Dr. Altman pointed out, the Medicare prospective payment sys- 
tem in some ways capitates the admission to a hospital. We are 
finding that areas where we allow the breakdown of services into 
their individual components and separate billing are where the 
problems occur. 

The challenge in correcting those situations is to define what is 
going to be the unit of service that we are going to capitate. Global 
capitation, such as moving into managed care with HMOs, is one 
alternative. The HMOs then face the challenge of dealing with 
their providers to define units. To the extent that we maintain a 
fee-for-service system in Medicare, we will have to develop alter- 
native capitation units to better manage service provision. 
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Chairman Thomas. At least with the managed care, you have 
turned folks in on themselves in terms of making decisions. What 
I have heard from this testimony to a great extent, the fraud is de- 
tected by individuals who know they didn’t receive particular serv- 
ices yet the billing procedure oftentimes does not pass through the 
individual, so even if they were knowledgeable, which many of 
them are not nor should they be, even if they were aware of the 
procedures that were going on, which is very difficult to detect, the 
way in which we do it now would evade them anyway. Ultimately 
when you put it under a managed care structure, people can vote 
with their feet on the overall performance of the structure. 

It is now impossible for people to carry out that kind of a rela- 
tionship. And so you know, your information is useful. It confirms 
the fact that as we change the system in the larger sense of going 
to a performance criteria and volume controls, we nave had a whole 
new area open up, not because it wasn’t there before but because 
the people who couldn’t make money in other areas were now look- 
ing to game the system under new areas. 

And Mr. Mangano, in terms of your home health question, there 
is no question people are aging and no question technology is com- 
ing along. I think the real spiker for that curve were court deci- 
sions in which HCFA previously was able to deny certain services 
and the Congress has failed to pass law to match the court case 
which has opened up the opportunity for these people to be even 
cleverer than they have been in the past about bilking the system. 

Let me ask you about MTS, the medical transaction system. Ob- 
viously Mr. Kfeczka was talking about catching people m terms of 
getting a billing in one sense and crosswalking it to another. Would 
we have had the computer capability to track all of the inputs com- 
ing into the system, where are we on MTS? 

Mr. Stropko. I think we are about 

Chairman Thomas. Would you identify yourself for the record? 

Mr. Stropko. Ed Stropko, Assistant Director, with the General 
Accounting Office. HCFA is 3 to 4 years from implementing MTS. 
'They have fallen a little behind schedule but it is an important sys- 
tem for them to develop. 

Chairman Thomas. We are going to attempt to provide you with 
those administrative simplifications and computer capabilities as 
we move a modest reform bill. It should have been done in the 
103d Congress, while people wanted to reinvent the world, we were 
unwilling to provide you with simple accounting tools which are 
currently available and more and more people are making use of. 

In your testimony, Mr. Mangano, you referred to southern Flor- 
ida. In terms of the kind of fraud and abuse that you have looked 
at, have you done sufficient studies to get a feel for the regionality 
of the fraud and abuse or is it that you just went to particular 
areas because you thought they were high in fraud and abuse? 

Do you have any statement that you might want to make for the 
record on what you feel, if you are capable, of the regional abuse 
of the system? 

Mr. Mangano. Well, we are finding that south Florida is an area 
that is rising dramatically in the fraud and abuse area. We have 
just, with the very few resources we have had, we just increased 
the number of investigators we put down there. 
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The study I mentioned regarding home health services where we 
found 75 percent of those claimed were not appropriate, we are 
now doing a statewide survey which we should have complete in 
a relativmy short timeframe to see whether the entire State of 
Florida has similar problems within that regard. 

We are focusing a lot of attention on south Florida. The amount 
of dollars — ^it is one of the four top States in Medicare expenditures 
for the country, so you naturally would think it would have a high 
rate of fraud and abuse. 

Chairman Thomas. Thank you. Any additional questions? 

I want to thank the panel very much for your testimony. 

Mr. Mangano. Thank you. 

Chairman Thomas. I would ask the third panel to come forward. 

I understand we have a replacement for the American Hospital 
Association, Rick Pollack will substitute. Donald Lowers of the 
American Medical Association; Dr. Nelson Ford, Association of 
American Medical Colleges, Larry Ga^ for the National Associa- 
tion of Public Hospitals; and Dr. Paul Ebert for the American Col- 
lege of Surgeons. 

We will start the testimony with Mr. Pollack. 

STATEMENT OF DICK DAVIDSON AS PRESENTED BY RICHARD 

POLLACK, EXECUTIVE VICE PRESIDENT AND DIRECTOR, 

AMERICAN HOSPITAL ASSOCIATION 

Mr. Pollack. Thank you, Mr. Chairman. 

We appreciate this opportunity to share our views. Mr. Chair- 
man, there has been a tremendous political change in the country 
and nobody knows that better than you and your colleagues, and 
change is what we are here to talk about today. 

America’s hospitals and health care systems understand that 
change is needed in Medicare and we favor change if it brings bet- 
ter care to seniors and reduced cost to all citizens who help finance 
the proCTam. But in brinmng about changes, we also must not lose 
sight of the contract with America that was signed 30 years ago 
and that is Medicare. 

We have heard from many people that they have pledged to pro- 
tect Social Security from budget reductions while suggesting that 
Medicare is fair game. Yet for the elderly patients we serve, the 
fact of the matter is that Medicare is Social Security. For most sen- 
iors, the value of the Medicare benefit package is as important as 
Social Securitv. Medicare benefits are irreplaceable. They would 
not be available from any other source. 

A large part of Medicare is fiuided through the same payroll tax 
as Social Security. Medicare is one of three Social Security trust 
funds and, like Social Security, Medicare expenditures for part A 
are supposed to be self-financed and not contribute to the Federal 
deficit. The bottom line is that Medicare and the people it serves 
deserve the same protection from political and budget deficit pres- 
sures as Social Security enjoys. 

While we recognize that Medicare outlays continue to grow at a 
rapid pace, there are very legitimate reasons for those increases 
and we have detailed them in our written statement which is based 
on a recent study by Price Waterhouse that we would also be 
pleased to make available to the committee. 
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Having said that, we recognize that doesn’t mean we don’t have 
an obligation and responsibility to achieve efficiencies in Medicare. 
The fact of the matter is that the Hospital Insurance Trust Fiuid 
is expected to go bankrupt shortly after the turn of the century. 
That is why we must fundamentally rethink the way we deliver 
and finance services to its beneficiaries and how we govern the pro- 
gram if we are to keep it viable for the future. 

In our view, there is a right way and there is a wrong way to 
achieve savings. The wrong way would be to continue business as 
usual — and that would involve more arbitrary cuts to providers and 
that would involve using those savings to finance other legislative 
agendas. 

It is important to recognize that since OBRA 1987, medical hos- 
pital spending cuts of $48 billion have had a major impact. These 
actions will cause genuine hardship, particularly to many rural and 
inner-city urban hospitals who are already in financial peril. Data 
from 1992 show that hospitals lose 11 cents on the dollar for Medi- 
care services. Clearly, continued ratcheting down of provider pay- 
ments will exacerbate this already fragile situation. And even 
ProPAC says that there are limits to the ability of Medicare to re- 
duce payment growth without hurting access to quality care. 

To deal with the problems constructively and for the long term, 
we need to move the part A trust fund off-budget and out of the 
political crosshairs and then we need to make structural changes. 
We believe that moving toward coordinated care or managed care 
is the right way to change Medicare. As we have learned from the 
private sector, creating an efficient delivery system for Medicare 
beneficiaries must be a part of the solution. 

More and more, coordinated care plans are providing services in 
a seamless fashion, both providing comprehensive benefits and no 
longer forcing seniors to bounce around from one unconnected facil- 
ity to the next. In fact, a recent study found Medicare enrollees in 
coordinated plans just as satisfied with their overall care as those 
in fee-for-service, and CBO confirmed that coordinated plans can 
save money as recently as last week before the Senate Budget 
Committee. 

One last point, Mr. Chairman. We also believe that we need to 
reexamine how we govern the Medicare program and its trust fund. 
We think that the best way to accomplish this is through the cre- 
ation of an independent citizens’ commission and a process which 
involves the following steps from a conceptual perspective. First, 
the commission would establish a benchmark of what level of fimd- 
ing is needed to maintain current commitments to the Nation’s sen- 
iors. 

Second, Congress would then establish a target for how much it 
wants to spend on Medicare. 

Third, the commission would translate that number — through a 
process open to the public — ^into recommendations for a benefit 
package that those funds would support and the appropriate pro- 
vider pa 3 anents. Congress would then vote on this package in an 
up or down manner on a fast track basis. 

In this way, we can have an open discussion about how much we 
want to spend and what we want to buy for those funds. It doesn’t 
mean that the pressure would be off to achieve savings. What it 
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does mean is that there would be an open process for balancing 
available resources with appropriate benefits. What it does mean 
is that Medicare spending decisions would be made on the basis of 
what is necessary to keep the proCTam viable rather than using 
Medicare as the source to finance other legislative agendas. 

So in closing, let me reiterate our commitment to change. Let me 
reiterate our commitment to work with you in a constructive man- 
ner to fundamentally rethink how we maintain that promise that 
was made 30 years ago to our Nation’s elderly. And finally let me 
reiterate our hope that we do not resort to business as usual. 

[The prepared statement of Mr. Davidson follows:] 
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Mr. Chairman, I am Dick Davidson, president of the American Hospital Association. I am 
pleased to testify today on behalf of AHA's S.OOO institutiona] and 50,000 individual 
members. Tlie Medicare budget issues under consideration are crucial to the lives of older 
Americans. Hospitals and health systems believe diat we have an obligation to be there 
when they need us. For many hospitals, health systems, and elderly Americans, that means 
that the federal government must live up to another Contract With America a contract 
signed 30 years ago: Medicare. 

MEDICARE IS SOCUL SECURITY 

In all of the political debate and discussion abcHit tax cuts and balanced budget amendments, 
one government program has remained off the table: Social Security. Many Democrats and 
Republicans have openly pledged to protect Social Security from budget reductions, while 
suggesting that Medicare is fair game. 

We believe, however, that Medicare is Social Security, and that it deserves the same 
protection as Social Security. Medicare and Social S^rity are both "contracts" with our 
nation's elderly to provide health care and a measure of financial security. A significant 
portion of Medicare is funded through the same payroll tax as Social Security. Medicare is 
one of three Social Security (rust funds. Medicare serves the same seniors as Social Security 
serves. Like Social Security, the Medicare trust fund is not adding to the federal deficit. 

The Medicare benefits Americans receive are irreplaceable. They would not be available 
through any other source. And. for most seniors, the value of their Medicare packa^ is as 
important as Social Security, in short. Medicare and the people who rely on it deserve the 
same protection from political and budgetary pressures as Social Security enjoys. 

America's hospitals and health systems understand that there needs to be change, in fact, we 
are at the forefront of change in communities all across the country. We strongly favor 
change that will lead to better care for our natitm’s seniors and to reduced costs for all 
consumers. 

However, in seeking to bring change to a program that admittedly needs to be fixed, we 
must be careful not to take short-term actions — lite further arbitrary spending cuts - that 
could make long-term solutions harder to implement. 


GROWTH IN MEDICARE SPENDING: THE REASONS BEHIND THE RHETORIC 
There’s no question that Medicare spending is growing. Many policymakers who want to 
arbitrarily slash Medicare ending will tell you that it is growing fasmr chan other federal 
programs. And they are right. But it's important to take a closer look at why. The AHA 
commissioned a study by Price-Waterhouse that was released just over a week ago. We 
learned some very interesting things. For instance: 
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• Inflation and enrollment growth accounted for nearly 89 percent of Medicare 
spending growth since 1980. 

• Growth in Medicare enrollment between 1980 and 1993 was double the rate of 
growth in the general population. At the same time, enrollees over 75 years 
old as a percentage of all elderly (over 65) grew to 43 percent in 1993 and are 
expected to reach nearly half by 2005. 

• The proportion of Medicare spending on hospital care has declined from 70.2 
percent in 1980 to 60.1 percent in 1993. 

• Medicare hospital spending growth is lower than growth in Medicare spending 
for other services. 


Since the Omnibus Budget Reconciliation Act of 1987 (OBRA 1987) was enacted. Medicare 
hospital spending cuts of at least $48 billion have had significant impact on ho^itals and 
health systems. So have Prospective Payment Syuem (PPS) payment rates that haven't kept 
up with inflation. On Medicare inpatient and outpatient care combined. 1992 data show 
hospitals losing 1 1 cents on the dollar. 

We know in the last year ho^ital cost performance has improved -- hospitals are working 
hard to make that happen, and we understand there may be an improvement in hospitals' 
Medicare margins as a result. Despite this improvement on the cost side, hospitals' overall 
Tinancial health is less rosy •• the bottom line is that nearly one-quarter of all hospitals are 
still operating in the red. 

In the past, hospitals have coped with Medicare ending reductions by shifting costs - by 
passing the difference on to other payers, like non-Medicare patients and their employers. 

But those days are fast disappearing. 

Simply put, the market is shutting down the cost-shifi option. Managed care contracts and a 
growing number of private insurers who negotiate discounted prices are making cost-shifting 
a thing of the past. This leaves hospitals with unpalatable options: reduce the size of the 
work force; reduce services and programs; or both. Either action takes us farther from our 
mission of providing the highest-quality health care to ail the people we serve, including 
America's elderly. 

MEDICARE PART A TRUST FUND IS IN JEOPARDY 

While we are committed to working with ycMi to thieve further efficiencies in the Medicare 
program, we will continue to oppose "business as usual:” further arbitrary spending 
reductions, and proposals that would substantially reduce or freeze the hospital update factor, 
or lower special payment adjustments like the indirect or direct medical education 
adjustment, or the dispre^rtionate share adjustment. 

Even ProPAC says there are limits to the ability of the Medicare program to further reduce 
the rate of increase in payments for inpatient hospital service without hurting access to 
quality care for beneficiaries. The commission says that continued Medicare support for the 
additional costs associated with teaching programs is eq:>ecia]ly necessary in the absence of 
explicit financial support for these activities from crther payers. And the commission notes 
that continued Medicare support for hospitals that are truly isolated or that serve Medicare 
beneficiaries residing in underserved areas is necessary to ensure access to care. We agree. 

To protect Medicare and its beneficiaries. Congress should protect the Hospital Insurance 
Trust Fund. Balanced budgets, tax cuts and increased defense spending are popular goals, 
but trust fund balances should not be used to meet those goals. We need to shore up that 
fund, not weaken it further. Under even the rosiest scenario of the fund's Board of Trustees, 
the Hospital Trust Fund will be insolvent by the year 2004; a more conservative estimate 
gives it until the year 2000. 
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To deal with the problem constructively, and for the long term, we first need to move the 
Pan A trust fund off-budget and out of the political cross-hairs. Then, we need to make 
fundamental, structural changes in the Medicare program - like moving it toward 
coordinated care. 

MOVING MEDICARE INTO COORDINATED CARE 

In communities all across the country, hospitals, health systems, physicians, health care 
practitioners, local agencies and business leaders are working together to make their 
communities healthier. They are forming parmerships that bring a more coordinated health 
care delivery system to people. 

These parmerships — or networks — focus on community needs and address underlying 
problems that contribute to poor health. Networks ensure that the right care is available at 
the right time. Through cooperation and collaboration, networks reduce excessive 
duplication of services and technology. 

By being paid a fixed, up-front fee per member, they have incentives to use resources for 
prevention, health education and community outreach. They can also save money. A Group 
Health Association of America study shows that coordinated care plans, on average, reduced 
their overall premiums 1.2 percent for 1995. After years of premium increases, these plans 
are headed in a new direction. 

For Medicare beneficiaries, coordinated care means greater ability to meet their needs and to 
deliver preventive care. More and more, coordinated care is covering ail Medicare services, 
plus coverage for vision, dental, preventive services and even hearing aids — benefits that 
most "Medigap" policies don’t provide. Many coordinated care plans eliminate the 20 
percent co-payment seniors must pay for doctor visits, and at the same time eliminate 
mountains of claim forms. These may be key reasons why a recent survey by the consulting 
firm of Frederick/Schneiders found that Medicare enrollees in coordinated care plans are as 
satisfied with their overall care as those with fee-for-service insurance. 

Most importantly, coordinated care networks can bring Medicare beneficiaries closer to a 
better vision of health care for the future: a connected health system, with everyone who 
provides care - doctors, hospitals, nurses and others - linked together and communicating 
with each other at every stage of treatment and servii^. 

Moving the Medicare program toward coordinated care is an idea that makes sense and one 
that many people believe will save money for <Hir health care system. Take a look at the 
tremendous change that is going on right now in the private sector and the impact this change 
has already had on health and health care costs. According to the most recent Congressional 
Budget Office (CBO) projections, a shift from fec-for-service health care to coordinated care 
in the Medicare and Medicaid programs v/ould generate overall savings of about 8 percent. 


Coordinated care works. It works better than the old-fashioned, fragmented system we must 
pull away from. And it can bring better, more efficient care to older Americans who entrust 
their health to Medicare. There are a number of options Congress could consider that would 
help move Medicare into coordinated care. Here are a few; 

• Fix the current methodology used to pay Medicare risk contractors — There is 
general agreement that the current payment system is flawed, and Congress has 
directed the Health Care Financing Administration (HCFA) to propose revisions by 
October. Current payment is based on the Adjusted Average Per Capita Cost 
(AAPCC) of care in a county. Medicare shcmld eliminate geographic Inequities in 
payment across counties, inequities due to variable health status of local peculations, 
and inequities due to differential utilization of services in local area, which affects 
costs and the calculation of the AAPCC. 


Model the Medicare program after the Federal Employees Health Benefit 
Program - For federal employees, the government makes a fixed contribution and 
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the employee chooses from a wide variety of plans. Medicare could do the same on 
behalf of its beneficiaries if they choose to enroll in a coordinated care plan in the 
private sector. 

• Provide nnancial incentives for Medicaid benericiaries who choose coordinated 
care options that are available in their area. These plans, offering comprehensive 
services at lower than current fee-for-service prices, give seniors better value for their 
Medicare dollars. 

• Explore new ways of paying coordinated care organizations that contract with 
Medicare — a new approach would allow plans in the same market area to bid 
competitively for Medicare contracts, for example. Bidding would have the effect of 
setting different market prices in local areas for Medicare coordinated care enrollees 
in a way that takes into account local c<»ts and health care needs. 

• Expand the types of plans that Medicare beDeficiaries can choose -- Currently, 
beneficiaries can choose care through some health maintenance organizations (HMO) 
or traditional fee-for-service providers. Medicare should also contract with the 
growing number of non-HMO networks of care that meet high standards for quality 
and public accountability, and offer a full continuum of services for a fixed premium. 
New types of contracts could be negotiated with these non-HMO networks in which 
the networks and the Medicare program would share risk. 

• Provide seniors with more informatioD on coordinated care plans - send a list of 
local coordinated care plans directly to beneficiaries and give them an annual report 
that compares coordinated care and fee-for-service plans on the basis of premiums, 
supplemental benefits, cost sharing, and quality ratings. This will make seniors more 
knowledgeable consumers and will highlight the benefits of coordinated care. 

• Allow for an open enrollment period each year, during which Medicare 
beneficiaries can elect to receive services from a coordinated care plan - and make 
their choice of a managed care plan valid for one year instead of the current 30-day 
period, to enable the plan to better manage beneficiary needs and practice preventive 
care. 

We are already seeing the beginnings of a transition to coordinated care for many seniors. 

In the longer-term, this can bring lower costs and more efficient health care to seniors, and 
ultimately restructure the Medicare program itself. But. what about the process under which 
Medicare budget decisions are made? That process has to change as well. 

BRINGING FUNDING DECISIONS INTO THE SUNSHINE 
The American people have a right to know that what their nation spends on Medicare is 
buying the best benefits and the most efficient care. They should rest assured that federal 
budget pressures won't get in the way of providing good health services for older Americans. 
AHA urges Congress to create an independent citizens' commission to do this job. 

An independent commission would ensure that the people who rely on Medicare don’t fall 
victim to political horse-trading or pressures to cut the deficit, cut taxes, or increase defense 
spending. Those pressures have led to congressional, back-room, middle-of-the-night 
Medicare cuts of $100 billion under the past two budget bills. 

An independent commission would get the process out of the back rooms and into the 
sunshine. The commission would do an independent study on the spending needed to 
maintain current commitments. Then, Congress can set a target for how much it wants to 
spend on Medicare. The commission would hold public hearings, translate the congressional 
target into recommendations for a benefit package and provider payment rates, and present 
Congress with its recommendations — which would then be voted up or down as a package. 


This way we can have an open and honest discussion about how much we want to spend -- 
and what we can buy for that money. The commission would also provide an annual report 
to Congress on the quality of care and access to care under the Medicare program. 
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Creating an independent commission to make recommendations on Medicare spending and 
benefits doesn't mean that we won't constrain growth. It does mean that we'll do it 
rationally, in the full light of day. 

CONCHJSION 

There is a right way and a wrong way to achieve reasonable reductions in Medicare. The 
wrong way is to do business as usual, lening short-sighted political pressures squeeze 
Medicare spending and weaken a program that needs to remain strong for our nation's 
seniors. The right way is to restructure the program by providing seniors more choice and 
encouragement to participate in a broader range of coordinated health plans. 

And the right way is to establish an independent national commission to make the tough 
choices that will be needed to keep services and benefits in line with available money — and 
to keep Medicare from being a "cash cow" that continually finances other policy initiatives 
and legislative agendas. 

America's hospitals and health systems look forward to working with this panel to create 
constructive change in the Medicare program — and to protect the health care of elderly 
Americans that we all serve. 
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Chairman Thomas. Mr. Pollack, thank you very much for your 
testimony. 

Dr. Lewers. 

STATEMENT OF DONALD T. LEWERS, MJ)., BOARD OF 
TRUSTEES, AMERICAN MEDICAL ASSOCIATION 

Dr. Lewers. Mr. Chairman, members of the committee, thank 
you for the opportunity to testify today. I am Dr. Ted Lewers. I am 
a practicing nephrologist in eastern Maryland and a member of the 
AMA board of trustees. 

In addition, for clarification, I am a Commissioner of the Physi- 
cian Payment Review Commission, however, my testimony here 
today is based solely on the behalf of the AMA 

Thirty years ago. Congress enacted a pledge for America: The 
Medicare program. The program’s three promises were that: First, 
government interference with medical care would be prohibited; 
second, patient choice of provider would be guaranteed; and third, 
options for people to protect themselves against the runaway cost 
of any health services would be preserved. 

Americans put their trust in these three underlying guarantees 
of Medicare — autonomy, choice, and individual responsibility. 
Sadly, these principles have been eroded in recent years. Simply 
stated, budget-based reductions no longer work. A transformation 
of Medicare is required if we are to keep the pledge to Americans. 

The answer is not simply to throw more money at Medicare, nor 
is the answer to continue slashing reimbursement levels. Serious 
and irreversible consequences to patient access to care could result 
from yet another series of cuts. Physicians have contributed their 
fair share to recent deficit reduction efforts. 

Physicians account for 23 percent of Medicare outlays, but have 
absorbed 32 percent of the provider cuts over the last decade. Be- 
tween 1981 and 1993, budgeted physician payments were cut by 
$39 billion. OBRA 1993 imposed an additional $47.4 billion in pro- 
vider cuts. Yet even in the face of these cuts, physicians have suc- 
ceeded in actually holding down the volume increases below the 
levels predicted. Physicians actually saved the program billions in 
budgeted dollars. 

At its inception, part B was to have been 50-percent funded from 
general revenues; that number is now 72 percent. We can probably 
agree on some of the major factors that have brought us to this 
point: DemoCTaphics, new technolo^, increased demand for a wide 
range of health services, and a troubling number of fraudulent pro- 
viders. But underpinning it all is a fundamentally flawed financing 
system that begs to be restructured. 

The AMA is pleased to learn that Speaker Gingrich has consid- 
ered the formation of a Medicare task force and we are hopeful it 
will include patients, practicing physicians, hospitals, and other 
providers. We urge Congress to huild on the experience and exper- 
tise of PPRC, ProPAC, and other groups representing a variety of 
providers and patients and we welcome the opportunity to be a di- 
rect participant in this process. 

The AMA believes that a meaningful transformation of Medicare 
must adhere to a few basic principles. First, we must encourage 
physician and beneficiary cost-consciousness. As you know, Mr. 
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Chairman, we worked with you. Chairman Archer, and Ranking 
Member Stark to develop patient protections during last year’s 
health system reform debate. We urge this Congress to include pa- 
tient protection act lan^age in any reforms of the health system. 

Second, we must facilitate price competition among providers to 
encourage economic efficiency. 

'Third, we must reduce intergenerational inequity in financing. 
The burgeoning “65 and over” group is putting a greater and great- 
er burden on a shrinking working population. 

Fourth, we need to think about ways to reduce the number of 
citizens who will be dependent on Medicare in the future. 

The AMA supports the enactment of tax incentives for medical 
savings accounts and privatization using vouchers for beneficiaries 
to supplement the purchase of private insurance. Other options the 
AMA believes require further examination relate to the financial 
status of beneficiaries and the appropriateness of applying means 
testing or income rating to recipients. 

Last, we need to reduce regulatory and administrative complex- 
ity. However, we urge caution. Short-term approaches alone will 
not solve the long-term structural problems of Medicare. Moreover, 
we cannot be oblivious to the wide variances in need for the elder- 
ly; those whose personal resources are inadequate must be helped 
to assure that their needs are met. 

In conclusion, the need for a farsighted transformation of Medi- 
care requires us to look beyond the immediate demand for quick 
fixes. The truth is that until Medicare’s underlying financial dys- 
function is addressed, my patients cannot be assured that I will be 
able to continue giving them the care they require. For my pa- 
tients, the bottom line is not dollars, it is their health and the qual- 
ity of their lives. 

Physicians want to continue providing reliable quality care to the 
Medicare population, but we need your help. The physicians of the 
AMA pledge to work with you to find real answers to these complex 
problems so that we may all keep the Medicare promise. 

Thank you, Mr. Chairman, for the opportunity to appear before 
you. 

[The prepared statement and attachment follow:] 
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Mr. Chairman, on behalf of the 300,000 physician and medical student members of the American 
Medical Association (AMA), I thank you fot the opponuniiy to present testimony to the Health 
Subcommittee today My name is Donald T. Lewers. MD. 1 am a practicing nephrologist in Easton. 
Maryland, and a Member of the AMA Board of Trustees. Today’s topic of evaluating the root causes 
of the overwhelming growth in Medicare spending is a clear precursor to debate on the necessary 
transformation of the entire Medicare program. We applaud your leadership and that of the full 
Committee's chairman. Mr. Archer, in holding hearings at such an early date on this important topic. 

Mr. Chairman, the AMA and its members are pleased with many elements of the Contract With 
America. At the same time, in the spirit of full and open debate we have already expressed to the 
Congress key areas where we urge caution or change as the legislative process moves forward. One 
of these areas is in rushing to make short-sighted budget cuts in the wake of passing the balanced 
budget constitutional ameridment. For as imporuni as that vote was. and as much as we supported it. 
we will all lose as a nation unless overwhelmingly iir^rtani programs such as Medicare are not dealt 
with deliberately and fairly in the ensuing budget process. Surely, we should all agree that the 
promises we make to Americans this year will be consistent and build on those made in the recent 
past 

Thirty years ago. the Congress enacted a pledge for America’s fumre: the Social Security 
Amendments of 1965 creating the Medicare program. The three fundamental and explicit promises of 
this health insurance program for the elderly and disabled were that government interference with the 
provision of medical care would be prohibited, that patient choice of provider would be guaranteed, 
and that the patient’s option to secure 'protection gainst the cost of any health services" would be 
preserved. These three guarantees - autonomy, choice, and individual responsibility - are the 
underlying principles on which the Medicare system was to be built and upon which the trust of 
Americans was placed. 

Over lime, these principles have been grievously eroded by expediency, by inanention. and most of 
all by repeated short-sighted efforts to prop up a fundamentally flawed financing system. The 
program began as an open-ended promise, not limiied in financial amount or conditioned on financial 
need. Make no mistake, the program has achieved great success in meeting its objective of providing 
universal access to high quality medical care for elderly Americans. Today’s Medicare patient is 
generally healthier, lives far longer and is more prochiaive than his or her counterpart of thirty years 
ago. Physicians are proud of our key role in this record of success, and our goal is to build on these 
achievements. 

Yet as all who study the program now know. Medicare spending has grown much more rapidly than 
initially projected, as services and populations have been added with an increased demand for the 
advances of modem health care technology. The growing financial burden of the program has led to 
increased taxes on working Americans and provider payment reductions that threaten the access to 
health care of the very citizens the program is designed to benefii. Clearly, basic reform of Medicare 
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is urgently needed. The time to renew the original vows of the Medicare program has arrived in any 
legislation you craft in Congress this year 


BUDGET-BASED PROGRAM REDUCTIONS WILL NOT WORK 

A transformation of Medicare is required if we are to keep our pledge to Americans. The answer is 
not simply to throw more money at Medicare Nor is the answer to continue slashing reimbursement 
levels. A balanced budget cannot be "balanced* on the back of one program and those who provide 
that program’s services. Serious, and perhaps irreversible, consequences to patient care could flow 
from yet another series of ill-considered cuts 

Last summer. John Eisenberg, MD, Chairman of the Physician Payment Review Commission (PPRC) 
established by Congress, was quoted in the New York Tintes as saying; 

"The problems in access to physician services for Medicare beneficiaries are just 
below the surface. People in areas underserved by doctors, members of minority 
groups and poor people already have the beginning of a problem. This should be a 
red flag." 

To put it simply, greyer cuts could seriously harm Medicare patients. And the answer is not another 
round of huge Part B Medicare cuts: physicians have contributed their fair share to recent deficit 
reduction efforts. Consider, for example, the following facts; physidans, who for 23% of 

Medicare outlays, have absorbed 32% of Medicare provider cuts over the last decade. Between 
1981 and 1993. budget reconciliation has been the vehicle for reducing Medicare baseline 
expenditures by some S98 billion. In this process. Medicare projected physician payments have been 
cut by S39 billion. Enactment of OBRA 93 alone imposed an additional S47.4 billion in provider cuts 
over five years for Medicare, including conversion factor cuts for 1994 and 1995. Even with these 
levels of cuts, physicians have succeeded in actually holding down the volume increases beJow 
that predicted for 1991, 1992 and 1993, thus saving the program billioos in projected dollars. 

We believe that Congress and the Administration should recognize physicians’ recent success in 
moderating growth in Medicare expenditures for physician services. HCFA data indicates that 
Medicare expenditures for physician services increa^ by only 3% during FY93. In the two years 
preceding chat, the average annual races on Medicare physician spending was only 5.8%. Lower rates 
of growth in physician spending between 1989 and 1^3 have reduced the Medicare baseline by $50 
billion, nearly as much as the total 1992 outlays ftH* physidan spending. Physicians should be 
recognized for these savings and not be forced to shoulder inequitable burdens in another round of 
budget cuts. 

Recent evidence from AMA’s Center for Health Policy Research suggests that reimbursement rules 
set in place by OBRA 93 will cause a nosedive in physician payments later in this decade unless they 
are remedied now Wliile the trendline has increased during the first two years since enactment, by 
(he end of the century physicians may be paid less than they are today for treating Medicare patients. 
This downward slope is from figures calculated without any adjustment for inflation; measured in real 
dollars, the decline would be even steeper. Thus, even without further legislative modifications to 
Medicare, payment amounts for physician services will be further reduced below their already 
inadequate level of 59 percent of private payers’ rates. 


FACTORS DRIVING MEDICARE GROWTH 


We can probably agree on the major factors that have brought us to this perilous poinl: demographics, 
new technology, and an increased demand for a wide range of health care services. Underpinning it 
all. however, is a fundamentally flawed financing system that has gone largely unrecognized until the 
last decade. 

• From 1967 (the initial complete year of program operation) to 1992, the number of enrollees 
served by the program increased from I9.S million to 35.2 million. 

• From 1967 to 1992, program expenses grew fiom $4,7 billion to $135.8 billion. 

• From 1967 to 1992. (he number of claims paid grew from 31.5 million to 496.5 million. 
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Demographic change has contributed significantly to Medicare's growth. The U.S. population has 
grown 31 percent since the inception of the program, while the percent of the population aged 6S and 
older grew by more than 50 percent. Life expectancy of the Medicare population has also increased 
by more than 14 percent for both males and ferrules. Finally, the age distribution of the elderly has 
shifted toward an older average age. with the group aged 85 and older growing by 68 percent. 

Technological progress in medical care is generally acknowledged as having been a significant factor 
behind Medicare expenditure growth Technological advances since 1966. when Medicare was first 
implemented, have expanded the scope of diseases and coralitions that are treauble. increased the 
treatments available and iir^roved their efficacy and safety, made the treatments less painful and 
unpleasant, and have often decreased the recovery time necessary for a patient to be able to return to 
productivity. In recent years, estimates for the impact of new technology on expenditure growth are 
generally in the 15-17% range (PPRC 1993 estimate; AMA's Center for Health Policy Research 1992 
estimate) 

Significant growth also has occurred in the rate of use of services, in that the number of enrollees 
who use more services paid for by (he program has increased markedly. The number of persons 
actually receiving services increased 1 18 percent between 1966 and 1993 At the same time, the 
average amount of services consumed by each enrollee receiving services increased 6.5 times. This 
increased rate of use and more expensive consumption served to increase the amount paid per enrollee 
by 1 340 percent . 

Other beneficiary demand factors have been suggested as driving a ponion of Medicare's growth. 
These include growth in beneficiary income and reductions in out-of-pocket liability by way of. ( 1 ) 
increased Medigap coverage; (2) increased assignment of claims, combined with limits on balance 
billing; and (3) real rate reductions in the deductible. It is well known that patient utilization of 
services is directly related to the degree of cost sharing for those services. CBO research estimates 
that beneficiaries with Medigap coverage consume 24% more physician and hospital services than 
those without such supplementary coverage. Since more than 70% of beneficiaries own such policies 
(which essentially convert Medicare into first-dollar coverage), program expenditures are significantly 
increased by defeating the cost-sharing requirements of Medicare. 

Finally, health provider fraud and abuse is responsible for some portion of Medicare's growth 
Allegations of "upcoding " by physicians, and charges that physicians inflate the number of necessary 
visits by a Medicare patient are undoubtedly true among a very small percentage of "outliers." 
Researchers disagree about the effect of these few practitioners; while some have discovered some 
evidence of upcoding, for instance, others have pr^uced studies repudiating any significant effect 
from such fringe practices. For example. PPRC’s initial investigation of physician coding for 
evaluation and management services between 1991 and 1992 suggested that no upcoding had occurred 
(PPRC 1994). A summary of relevant literature prepared by the PPRC suggests a wide variation in 
estimates of the rate of inappropriate care, with most falling in the 5>20% range. (PPRC 1993). 
Despite the relatively smalt number of aberrant or "outlier" practitioners, the damage they do is 
enormous; the AMA has a zero>tolerance policy in dealing with these physicians. For its part in the 
battle against inappropriate physician activity and fraud, the AMA is currently working in conjunction 
with both the Depanment of Justice and the FBI in stepping up its assault on fraud and abuse within 
Medicare. 

While the Pan B Trust Fund is technically considered "acmaxially sound," this determination is based 
on the fact that the Part B side of this entitlement program is financed largely from general revenues. 
When Medicare was enacted in 1965. general revenues were to have covered 50% of Pan B 
expenses; yet, in 1993. general revenue contributions to the Pan B trust fund amounted to about 
$41.6 billion, accounting for 71.9% of total Part B program expenses ($57.8 billion in 1993). 
Premium payments accounted for tqiproximately $14.2 billion, or about 24.6% of program revenue. 
Interest payments accounted for the remaining 3.5% of hmd revenue. 

In the twenty-five year period between 1967 and 1992. the program has increased in population by 
80.3% (2.4% annual growth), program expenditures have increased by 2,767,7% (14.4% annual 
growth), and claims paid volume have increased by 1.477.7% (11.7% annual growth. This growth 
trend is certain to continue well into the future absent determined intervention. Last September, the 
Congressional Budget Office released figures projeaing that Medicare spending will increase from 
$195 billion in 1994 to $434 billion by 2004. 
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PENDtNG BUDGET ACT[QN 


When Speaker Newt Gingrich testified recently before your Committee regarding elements of the 
"Contract With America " within its jurisdiction, he supported the idea of a market-driven system as 
the best option for the future of the Medicare program because it offers more choice to senior 
citizens. His emphasis was on how we can create the most competitive market-driven system for 
providing health care. He advocated using the Internal Revenue Code to provide incentives for 
people to do the right thing He mentioned professional autonomy, patient choice and individual 
responsibility — coincidentally or not. the three promises of Medicare when it was originally enacted - 
- those same three promises that need so desperately to be reaffirmed today. 

The Speaker's remarks should be heeded against the calls of those who would rush to reduce 
Medicare outlays to shore up the program This simplistic budget-cutting approach has not resulted in 
cost -control over recent years, and now severely threatens the promised access of beneficiaries to 
medical care. The truth is that the Congress could come back every term and. facing intense political 
pressure, cut and cut payments for physician provided health care under Medicare, and we would still 
not have resolved the underlying financing dysfunction of the program as whole. 


THE LONG TERM MEDICARE TRANSFORMATION 


With the potential for patient harm implicit in yet another round of budget cuts in Medicare, the 
AMA believes that a far different course of action is needed Budget-based actions simply do not 
address the fact that the Medicare program is at a crossroads and headed towatd a destructive major 
financial crisis early in the next decade There simply won't be enough money in the Medicare fund 
to meet the health care needs of an aging population that is growing larger and larger and living 
longer and longer without fundamental reform. 

In short, a major transformation of the Medicare program is required. This transformation 
caimot wait. Congress and the Administration should nt^ settle for further short-term cuts at 
the margins or place an artificial cap on Medicare expenditures in the name of political 
expediency. The Medicare program urgently requires serious, lasting change if its promise is to 
be preserved for current and future generations of Americans. 

The AMA is particularly pleased to (earn that Speaker Newt Gingrich is considering the creation of a 
Medicare task force that would Ije managed by this Subcommiaee’s chairman. Representative Bill 
Thomas, and the full Committee's chairman. Representative Bill Archer •• both men of proven 
leadership and vision in the health system reform arena. We applaud the Speaker's explicitly inviting 
to Che table "practical people who run real hospitals and practical doctors who see real patients and 
senior citizens who are directly involved. ' The AMA will do all it can to provide your task force 
with the timely and reliable information needed to consider the many options that undoubtedly will 
come under discussion, and would welcome the opportunity to be a direct participant in this process. 

The AMA is prepared to enter into a new partnership in which all panics - patient, physician, and 
(he government •• work together to develop rational and effective long-term solutions to Medicare’s 
financing problems We support actions to reduce the expected growth of the program over time. In 
light of what is known about the program's structural flaws and its dismal prospects if basic reforms 
are not made, the AMA believes that effons to formulate long-term reform must adhere to five basic 
principles: 

Beneficiary cost<oasciousDcss must be encouraged. Medicare has deductibles and co- 
insurance provisions to encourage cost-consciousness However, 70% of beneficiaries 
insulate themselves from these provisions by purchasing private supplementary coverage 
("Medigap") policies which transform Medicare into firsi-dollar coverage. As a result, some 
beneficiaries consume more medical services than they otherwise would, costing the program 
substantially. The adverse impact of Medigap policies must be critically evaluated as they 
affect the long-term stability of the program. At the same time, we must be cautious about 
the burdens on the elderly. 

Price competition among providers must be facilitated to increase economic efficiency . 

Medicare payments to physicians and providers are determined in a way that provides little 
incentive for price competition. Without price competition, beneficiaries have no incentive to 
be price-conscious m choosing among providers. As patient choice is a bedrock of AMA 
policy and part of the original Medicare promise, options for selecting coverage and the 
providers to deliver services must be encouraged- Mechanisms that allow beneficiaries to 
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participate knowledgeably in their own health decisions on the basis of service, quality and 
price should be used in the program. 

intergenerational ineouitv in financing must be reduced . Medicare is funded by pay-as- 
you-go financing: current workers sup^n the medical expenses of current beneficiaries. Not 
only are the elderly better off financially as a group than the working population, but the 
number of workers supporting each beneficiafy will begin falling rapidly from four at the 
present time to two in the middle of the next century. The working population caruioi be 
expected to willingly pay higher and higher taxes over this period “ especially if the long- 
term future of Medicare is m serious doubt. 

Test wavs of reducing dependency of future generations on Medicare . To reduce the 
burden of the program on future working generations and the federal Treasury, the number of 
beneficiaries should be minimized. Means-testing of benefits has been suggested as one 
approach: however, additional approaches also merit consideration. Incentives should be 
created for more people to work towards becoming financially independent of Medicare 
during retirement. Tax incentives to build Medical Savings Accounts (MSAs), tax-free 
accounts dedicated to medical expenses, including nursing home and long term care expenses, 
should be enacted. The availability of Medical Savings Accounts (MSAs) to be used for this 
first dollar coverage, in tandem with '‘catastrophic" coverage, would enhance patient choice 
and encourage individual responsibility, promoting two of the three foundations on which 
Medicare was originally established. These two measures ~ means testing and MSAs •• are. 
to some extent, a pan of "The American Dream Restoration Act" and "The Senior Citizens' 
Equity Act," both components of the Republican Contract With America that come under this 
Committee's jurisdiction. Another idea is that of offering vouchers to beneficiaries to 
supplement their purchase of private insurance, which may be more desirable to some 
individuals than Medicare coverage. 

Reduce regulatory and administraiive comnlexitv . It has been estimated that physicians 
now spend over 25 percent of their time processing paperwork and complying with ihe 
technical requirements of an unending blizzard of Medicare regulations. This is time that 
could be used more productively treating patients. Furthermore, it is one of several factors 
(including low rates of payment) that discourages physicians from seeing Medicare patients. 

These five basic principles should guide (he design of any approach to reforming Medicare to correct 
current structural problems and to reduce the dependency of future generations on subsidized 
government medical care. 


OPTIONS FOR MEDICARE REFORM 

A few broad categories of reform have been advocated by an array of interests, both public and 
private, panicipating in the public dialogue on Medicare. The first category of reform, reduced 
coverage and benefits, takes a short-term view. Two others, structural reforms to contain costs and 
privatization, uke the long-term view of transforming the system. 

Short-term Options Which Affect Benefits and Coverage 

The Bipartisan Commission on Entitlement and Tax Reform staff report presented a short-term 
approach to reducing Medicare spending which would restructure benefits and/or coverage. The 
Commission staff did not consider implementing cost containment initiatives in their report, an 
approach suggested by others for many years. Another set of options aim to privatize the system over 
various lengths of time. These are discussed in more deuil below. 

Numerous suggestions for restructuring eligibility and benefits were contained in the Bipartisan 
Commission siaff repon and have also been suggested by the Congressional Budget Office (CBO) in 
past reports to Congress. Suggestions for these types of cuts, accompanied by estimates of savings 
calculated for each option, are described in Attachmem A to this testimony. Such approaches, if 
applied alone, will not solve the structural problems which must be addressed if program costs are to 
be contained. Moreover, any approach along these lines should be careful to differentiate between the 
elderly who have adequate resources and those who do not. For those whose resources are 
inadequate, such changes should be struaured to assure that their needs are met. 
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Enhancing Intergcnerational Equity in Financing 

As indicated earlier in this testimony, the taxing of younger workers with modest incomes derived 
from employment to pay for the routine medical expenses of elderly beneficiaries with substantial 
assets is unfair as we)) as irrational The working popuiaiion. which is growing smaller in relation to 
the burgeoning "65 and older" group, cannot be expected lo pay increasingly higher taxes when the 
long-term security of the Medicare program is in such je<^ardy. A number of proposals to address 
this growing problem of iniergenerational inequity have been advocated, including: 

• means-testing of Part B premiums. The CBO has made a number of suggestions, such as to 
increase the Part B premium for individuals with an aiuiual income greater than $100,000 and 
for couples with combined annual incomes greater than $125,000: 

• revision of (he eligibility age of 65. The aii)Urary decision to select 65 as (he age of 
eligibility when Medicare was created has even less justification today it is a medical fact that 
the health status of the average 65 year old individu^ today is not comparable to that of a 65 
year old in 1965; and 

• reducing the dependency of future generations on Medicare and increase personal 
responsibility by encouraging the working population to accumulate savings in Medical 
Savings Accounts for medical care needs in retirement. 

Long-term Slruclural Repairs Are Needed to liKrease EfficierKV 

It is widely recognized ihat private Medigap insurance places a large financial burden on Medicare 
when beneficiaries with such coverage demand additional services because of reduced cost-sharing. 

The program should add insurance options for beneficiaries which ameliorate the effect of Medigap 
insurance on the Medicare program. Under this proposal. Medicare would combine the current Pans 
A and B by. 

• offering two Federal insurance options to beneficiaries. Medicare Plan I would provide all 
current benefits without cost-sharing. Medicare Plan 11 would provide the same benefits, but 
would include reasonable deductible and coinsurance levels plus reasonable out-of-pocket 
annual caps on these amounts: 

• setting the Plan ( premium to be competitive with the current Medicare Pan B premium plus 
(he premium for a comparable Medicare supplemental insurance policy The Plan [I premium 
should be lower than the current Pan B premium but the deductible should be higher by a 
compensating amount, and 

• discouraging purchase of supplementary insurance covering Plan 11 services by requiring 
Medicare to be the secondary payor if a third party covers the Plan 11 cost-sharing provisions. 

Another commonly proposed approach to dealing with the Medigap problem is to tax Medigap enough 
to recover the additional cost imposed on Medicare. One should note, though, that the CBO has 
estimated that a 100% or greater tax on Medigap premiums would have to be imposed to compensate 
the program for the additional cost. 


Privatization of Medicare 


Many, including (he AMA. have proposed privatization approaches to the Medicare problem. Such a 
proposal would provide vouchers for beneficiaries to purchase private health insurance and encourage 
individual savings for retirement medical care needs which would reduce dependency on Medicare 
over the long-term. Feacures include; 

• giving Medicare beneficiaries vouchers to purchase either existing Medicare coverage or 
health insurance with some other minimum prescribed benefits (beneficiaries must have the 
option to purchase additional coverage using their own funds). 

• raising Medicare taxes to accumulate reserves sufiicieni to cover all future program costs by a 
certain future date; and 
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• expanding IRAs to provide supplemental ^inds for health care expenses on retirement (as 
provided in "The Senior Citizens' Equity Act~ of the Contract With America) arxl creating tax 
incentives for establishing tax-free Medical Savings Accounts (MSAs). 

Others have suggested that Medicare immediately provide vouchers to beneficiaries to purchase 
private health insurance, which would result in imrmdiate privatization of the system. These 
proposals also necessitate some reforms of the private insurance system to assure that coverage is 
available to all beneficiaries. To summarize: 

If the Present System is Phased Oul: 

• Experimental programs to test vouchers for private insurance 

• Savings incentives to encourage financial independence in retirement and "prefunding" 
of medical expenses (as through MSAs) 

• Incentives to create more coverage choices, including "catastrophic" 

If the Present System is Retained: 

• Reduce regulatory and administrative complexity 

• Ameliorate Medigap impact on utilization increases 

• Reform fee setting to stimulate price competition and economic efficiency 

• Means-test benefits to eliminate unjust intergenerational inequity 


CONCLUSION 

In the process of advancing these systemic reforms, the AMA understands the demand to address the 
pressing needs of today. This is why we are undertaking two commitmenu to help reduce 
unnecessary spending in the Medicare program We are stepping up efforts to reduce fraud and abuse 
and are working with the Department of Justice and the FBI. In addition, we recognize that 
physicians must cake the lead in addressing "care at the margins" and "futile care" as death approach- 
es: some of this care is wasteful and even unwanted. Physicians have an obligation to confront these 
unnecessary uses of Medicare resources. Pan of the problem is educational, as patients, doctors, and 
health care institutions need to better understand the legal and ethical issues involved. The AMA is 
committed to clarifying these issues for physicians and patients 

Finally, before the Congress becomes immersed in the coming budget process and the battles over 
specific proposals, we need to accept the fact that An^ricans can no longer postpone uckling 
fundamental reform of the Medicare program. Failure to do so is certain to prove even more costly 
for the millions of Americans who expect to be able to rely on this program in the future. 

Continuation of past stop-gap measures, such as chopping away at rales paid to providers in hopes of 
getting more services for less money, will ultimately divorce the Medicare system and its beneficiaries 
from the mainstream of American medical care. 

Americans who depend on the Medicare program for their health care, as well as those who will rely 
on it in the future, should not have to worry about whether benefits promised them will be 
forthcoming. In the weeks and months ahead, the AMA pledges to work with the Congress to 
convince the American people that long-term reform is necessary and in the nation’s best interest in 
order to keep the Medicare promise. 


# # # 
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Summary of "Medicare Savings Through Reform: Options for Change" 

prepared by: 

The Center for Health Policy Research 
American Medical Association 
SIS North State Street 
Chicago. Illinois 60610 

February 1995 


Analysts have been studying a number of reform options and have projected fiscal savings 
associated with each. This report does not include all reform proposals that have been or should 
be considered; rather, it presents 16 incremental Medicare options for which savings estimates are 
readily available and timely. 

Neither the options nor the estimates are new. The principal sources of material are the 
Congressional Budget Office and the Bipartisan Commission on Entitlement and Tax Reform final 
staff report. The options are sorted into two categories. Shon term options assume 
implementation in fiscal year 1996. with savings estimates miming to the year 2000. The long 
term options would, in most cases, also commence in 1996, but their savings implications are 
projected out to 2030. 
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Summary of Medicare Reform Options 


Savings Estimaces (by fiscal year, in millions of dollars) 


SHORT RANGE OPTIONS 

1996 

5-year 

1996-2000 

Beneficiary cost sharing ■ 

1 . Increase and index Part B deductible 

88S 

10,405 

2 Raise coinsurance rate to 25% for Part B services 

2.946 

18,200 

3 Collect 20% coinsurance for clinical laboratory tests, 
home health care, and skilled nursing facility benefits 

3,349 

29.826 

4. Phase out Part B premium subsidy to 0% for high income 
enrollees 

179 

6,020 

Medigap insurers: 

5 Tax medigap insurers 

8,314 

74.478 



LONG RANGE OPTIONS 

2010 

2030 

Beneficiary cost sharing: 



6 

Require a monthly Pan A premium, indexed to program costs: 
a $25 per month 

22.053 

97.522 


b $40 per month 

35.285 

159,937 


c. $60 per month 

51.457 

237.955 

7. 

Modify (he Pan B deductible for increases in program costs: 
a. Stan indexing in 2000 

5,881 

39,009 


b. Stan indexing in 1996 

10,291 

58.513 


c Raise to $150 in 2000; index thereafter 

8,821 

54.613 


d Raise to $300 m 2000: index thereafter 

11,762 

58,513 

8. 

Replace the Pan B premium with a higher deductible: 
a. $800 deductible, indexed after 2000 

0 

50,712 


b. $1200 deductible, indexed after 2000 

17.642 

128.730 



2010 

2030 

9. 

Index the Pan B premium to maimain enrollees’ current 
share of program costs 

52,927 

280,865 

10 

Phase in reduction of Pan B premium subsidy for 
high income enrollees: 

a. Above $75,000 for couples ($50,000 for individuals) 

7,351 

35,108 


b. Above $40,000 for couples ($30,000 for individuals) 

19,113 

89,721 

11. 

Charge a 20% coinsurance payment for home health and 
clinical laboratory services 

20,583 

81.919 
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Beneficiary income taxes: 

12 Tax Medicare benefits as individual income- 



a Include insurance value of Pan A in income 

30.874 

136,531 


b Same as (a), for high income persons only 

19,113 

81.919 


c. Include Pan B subsidy in income 

29.404 

136.531 


d Same as (c). for high income persons only 

17.642 

81.919 

13 

Include the value of employer-paid health insurance and 
health care expenses in income for tax purposes: 
a. Benefits greater than average health insurance premium 

64.689 

249.658 


b. Entire value of benefits 

192.597 

565.630 

Eligibility age. 
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Raise the eligibility age for Medicare; 
a. Match Social Security eligibility age 

13.232 

152.135 


b. To 67 for persons under 46 

20.583 

152.135 


c. To 68 for persons under 40 

20.583 

241.856 


d. To 70 for persons under 28 

20.583 

401.793 

Provider payments: 



15. 

Modify Medicare provider payments 

69.100 

358.883 

Payroll taxes: 



16. 

Increase Pan A payroll taxes: 
a i% 

64.689 

167.739 


b 2% 

130.848 

335.477 


c. 2% 

195.538 

503.216 


d 4% 

260.227 

670.955 
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Chairman Thomas. Thank you very much. 

Dr. Ford. 

STATEMENT OF NELSON FORD, CHIEF OPERATING OFFICER, 

GEORGETOWN UNIVERSITY MEDICAL CENTER, ON BEHALF 

OF THE ASSOCIATION OF AMERICAN MEDICAL COLLEGES 

Mr. Ford. Thank you very much, Mr. Chairman. For the record, 
I am not a physician. I am Nelson Ford, the chief operating officer 
of the Georgetown University Medical Center. 

Chairman Thomas. Thank you. 

Mr. Ford. I am here to testify on behalf of the Association of 
American Medical Colleges representing 126 accredited medical 
schools, 300 teaching hospitals, the faculty at these institutions, 
and over 160,000 students and residents in training to become our 
next generation of physicians. 

I am here to testify on the vital importance of the Medicare pro- 
gram and the financial viability of the Nation’s teaching hospitals 
and medical schools. I am concerned that many of the proposals 
under discussion today may affect that future viability. We have 
provided extensive testimony and I commend it to you. 

I would like to focus on three issues of particular concern to us. 
The methodology of calculating the Medicare AAPCC for HMOs 
and its impact on teaching hospitals; the direct cost of residency 
training; and the crucial importance of the so-called indirect medi- 
cal education adjustment on our future financial viability. 

First, the Medicare AAPCC calculation has special payments in 
its base, including costs related to educational programs and dis- 
proportionate numbers of poor patients. 

This provides additional revenue to precisely those health plans 
that may not use the types of hospitals for which the payment was 
intended. In fact, given the relatively higher costs of teaching hos- 
pitals and those serving the poor 

Chairman Thomas. Mr. Ford, if I might interrupt, would you 
move that microphone more, and talk directly into it? We don’t 
have good mikes for pick up. I appreciate it. Thank you. 

Mr. Ford [continuing]. Puts the hospitals at a disadvantage in 
attracting Medicare patients. We recommend that the payments for 
teaching hospitals and the disproportionate share be excluded from 
the AAPCC calculation and that they be paid directly to the teach- 
ing hospitals that provide care to those managed care patients. 

Second, with regard to the graduate medicm education payments, 
we believe that the current methodology for Medicare’s contribution 
to the costs of medical education, while not perfect, is generally fair 
and should be continued. 

Proposals that suggest that the GME funding methodology be 
used to increase the number of primary care providers may prove 
to be ill conceived, particularly given that some research shows 
that there are sufficient numbers of primary care residency slots 
today to meet the foreseeable demand for primary care. 

If the goal is simply budget reduction, we would argue that cut- 
ting Memcare support for training, just because some of the other 
insurance companies don’t provide for these costs, is poor policy. A 
better policy would be to insure that all payers and all patients 
bear — who henefit from having high-quality, well-trained physi- 
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cians, bear some portion of the costs of that training. This has been 
the general policy goal since the early seventies. We have yet to 
achieve it. We need to continue to work on it. 

Finally, let me come to the proposals to reduce the Medicare IME 
support to teaching hospitals. As the history of this legislation 
shows, Congress has consistently recognized the higher cost of 
teaching care and has provided IME payments in an attempt to 
level the playingfield. The reasons for these differences in costs are 
several. 

Teaching hospitals have more severely ill patients with more 
complicated diseases that require more care and incur higher costs 
for treatment. Second, teaching hospitals have to maintain a broad- 
er scope of services and specialized regional services for the com- 
pleteness of our programs. 

We want to avoid closing psychiatry, high-risk obstetrics, or the 
neonatal intensive care unit simply because they don’t make eco- 
nomic sense. Third, students and residents order more ancillary 
tests, take more physicals, and require more nursing services and 
physician supervision, making our hospitals less efficient. Finally, 
teaching hospitals are where the advances in medicine are imple- 
mented. The transition from the lab to the bedside is hard and ex- 
pensive and most insurance companies in the managed care busi- 
ness don’t pay for those services. 

I wonder where we would be without the past support of teach- 
ing hospitals for the development of bypass surgery or joint re- 
placement or dialysis or cataract surgery or bone marrow trans- 
plantation. I wonder who will bear these costs in the future. 

This role, which is a logical extension of the NIH’s research mis- 
sion, is critical to our future. At Georgetown last year we cut about 
12 percent of our staff and we still expect to lose money. Our fac- 
ulty salaries are going down. We are tiying hard to expand our pa- 
tient base to become more efficient and to work cooperatively with 
other providers in the community. 

But I wouldn’t be honest if I didn’t tell you that the challenges 
we face are very real. All payers, government and private, are 
going to want to pay less for the services we provide. Our services 
are under pressure and we can’t increase tuition anymore. I think 
we are making changes, but there is some limit to the rapidity with 
which we can streamline our operations. 

There is not a right number for the Medicare IME adjustment, 
one that will precisely level the playingfield between all hospitals. 
But I think it would be wrong to target the one group of hospitals 
for extensive cuts that is responsible for the vast majority of our 
medical research, development and training, and I would urge you 
to exercise caution as you look at these issues in the future. 

Thank you. 

[The prepared statement and attachments follow;] 
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TESTIMONY OF NELSON FORD 
ASSOCIATION OF AMERCIAN MEDICAL COLLEGES 

Mr. Chairman and members of the subcommi«ec» I am Nelson Ford, Chief Operating 
Officer of the Georgetown University Medical Center. The Association of American 
Medical Colleges (AAMC). which represents all of the nation’s 126 accredited medical 
schools, approximately 300 major teaching hospitals that participate in the Medicare 
program, the faculty of these institutions through 92 constituent academic society members, 
and the more than 160,000 men and women in medical education as students and residents 
welcomes the opportunir. to testify on the importance of the Medicare program to the overall 
financial viability of teaching hospitals and medical schools. In 1992, nonfederal members of 
the Council of Teaching Hospitals (COTH) accounted for nearly 2 million Medicare 
discharges or almost 20 percent of all Medicare discharges. 

All health care proposals are of concern to the nation's teaching hospitals, medical schools 
and leaching physicians. I am pleased to appear before you today to comment on four issues 
of particular interest to the academic medical community; 

• the importance of the Medicare indirect medical education (IME) adjustment to the 
financial viability of leaching hospitals; 

• the role of Medicare payments for direct graduate medical education (DGME) costs in 
support of residency training; 

• the methodology for calculating the average adjusted per capita cost (AAPCC), the 
rate that the Medicare program pays to risk contractor HMOs; and 

• the effect of a new volume performance standard on the medical staffs of teaching 
hospitals; 

Academic medicine is in a period of momentous internal and external mrmoil. Teaching 
hospitals, faculty practice plans and medical schools have recognized the need for change 
within their own organizations and are actively engaged in helping to reformulate the health 
service delivery system, find ways to reduce the rate of increase in health care costs, 
improve accountability, and maintain or improve the quality of clinical service. Teaching 
hospitals are studying ways to deliver services more efficiently through partnerships with 
other health care organizations and are seeking new arrangements with payers of services. 
Medical schools, often in conjunction with teaching hospitals, are working aggressively to; 
increase the number of generalist physicians; identify new community-based sites for 
physician education; enhance the curriculum to reflect both new knowledge and new delivery 
paradigms; and assure the vitality of biomedical and behavioral research. 

Federal action to change Medicare payment policy comes at a most difficult time when 
academic medicine is making major efforts to adapt to a changing delivery system. Even 
under normal circumstances the four issues mentioned above would be important, but they 
take on especially critical dimensions in the current environment. While the academic 
medical community understands the Federal government’s need and commitment to reducing 
the budget deficit and the growth in Medicare and Medicaid expenditures, teaching hospitals 
and teaching physicians would be particularly harmed just when they are undergoing major 
change to reflect societal need. For example, while many proposals to change Medicare 
payments would affect both teaching and nomeaching hospitals, reductions in IME and 
DGME payments would reduce Medicare payments to teaching hospitals, seriously 
threatening their financial stability, and affecting access to care and quality of care received 
by Medicare beneficiaries and other patients. Teaching hospitals and leaching physicians 
play critical roles in our health care delivery system, and they could be damaged severely 
unless changes are crafted carefully and arc based on an extensive understanding of the 
education and service missions of academic medicine. 

Although efforts to enact comprehensive national health care reform have stalled, the health 
care delivery system continues to evolve in a way that threatens the stability of academic 
medicine as both public and private payers struggle to control health care expenditures. In a 
competitive environment based on price, teaching hospitals and medical schools face special 
challenges because they have unique missions that, of necessity, add to their costs. Teaching 
hospitals are important components of the nation’s health care system because they; 
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• provide all levels of patient care-from primary to tertiary services-oflen to the most 
disadvantaged members of our society; 

• serve as primary sites for the clinical education of health professionals, including 
physicians, nurses and allied health professionals: and 

• provide the environment for the conduct of clinical biomedical and behavioral 
research and the introduction of new technologies. 

Because patient care, medical education, and research are conducted simultaneously, it is not 
possible to identify fully and uniquely the cost of each specialized activity. However, these 
additional missions of teaching hospitals leave substantial costs that must be borne in our 
current system by patient care revenues. 

Last year, the AAMC actively supponed efforts to achieve comprehensive health care 
reform, including the creation of all-payer funds for the missions and costs of teaching 
hospitals, a fund for the direct costs associated with the training of physicians, and a fund for 
the medical school costs supported historically by clinical revenue. In the current political 
environment, only incremental approaches to reform are likely to be offered, and proposals 
to change Medicare payment policy are likely to focus on reducing the Federal budget deficit 
However, the special challenges facing teaching hospitals and medical schools in a 
competitive environment still need to be addressed. 

The AAMC believes that Congressional decisions on Medicare payment policy should be 
made in the context of their impact on the entire health care system. As the Prospective 
Payment Assessment Commission <ProPAC) indicated in its March 1994 report, "the 
Medicare program’s responsibility to its enrollees is broader than merely paying for services 
for beneficiaries. This responsibility includes maintaining access to the quality of care and 
types of services available at teaching hospitals... "(page 56). 

I urge the members of this subcommittee to consider carefully its Medicare payment policy 
recommendations for FY 1996. Panicularly at this time, any change in Medicare payments 
to teaching hospitals and teaching physicians could undermine the overall financial viability 
of leaching hospitals and medical schools. Additionally, failure to address the way in which 
IME and DOME payments and the disproportionate share (DSH) payment are incorporated in 
the AAPCC calculation poses a threat to the financial status of teaching hospitals. 

Indirect Medical Education (IME) Adjustment 
The Purpose of (he IME Adjustment 

Since the inception of the Medicare prospective payment system (PPS) in 1983, Congress has 
recognized that the additional missions of teaching hospitals increase their costs and has 
supplemented Medicare inpatient payments to teaching hospitals with the indirect medical 
education (IME) adjustment. While its label has led many to believe that this adjustment 
compensates hospitals solely for graduate medical education, its purpose is much broader. 
Both the House Ways and Means and the Senate Finance Committees specifically identified 
the rationale behind the adjustment: 

This adjustment is provided in light of doubts... about the ability of the DRG 
case classification system to account fully for factors such as severity of illness 
of patients requiring the specialized services and treatment programs provided 
by teaching institutions and the additional costs associated with the teaching of 
residents. . .the adjustment for indirect medical education costs is only a proxy 
to account for a number of factors which may legitimately increase costs in 
teaching hospitals (House Ways and Means Committee Report. Number 98- 
25, March 4. 1983 and Senate Finance Committee Report. Number 98-23, 

March 11. 1983). 

The IME adjustment is not to be confused with the Medicare payment for direct graduate 
medical education (DOME) costs, which also is part of the Medicare payment program. 
Payments for Medicare’s share of the direct costs of graduate medical education programs 
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are separate from the PPS and include payments for residents’ stipends and fringe benefits, 
faculty salaries and benefits, and allocated overhead costs. The AAMC’s comments on 
direct graduate medical education payments are addressed later in this testimony. 

The AAMC believes the IME adjustment is an important equity factor that recognizes the 
additional roles and costs of teaching hospitals. To help ensure that the IME adjustment and 
its impact on teaching hospitals are understood, this testimony reviews: 

• the purpose and history of the indirect medical education adjustment; and 

• results of the AAMC's impact analysis of lowering the level of the adjustment. 

First, however, a brief overview of the PPS is necessary to understand how the IME 
adjustment is calculated and why it serves a broader purpose than its name implies. 

Overview of the Medicare Prospective Payment System 

In December 1982, the Secretary of the Department of Health and Human Services (HHS) 
proposed a hospital prospective payment system for Medicare. Enacted in 1983, the system 
was intended to allow the Federal government to bold down health care expenditures and 
provide hospitals a financial incentive to deliver services efficiently. Hospitals and the 
Federal government would also benefit from the predictability of Ae flow of Medicare 
payments. 

In contrast to the cost reimbursement system used for nearly twenty years, the PPS pays 
hospitals a fixed amount, determined in advance, for the care of Medicare patients in each of 
490 valid diagnosis-related groups (DRGs). The DRG classification system distinguishes 
many important patient characteristics that are highly correlated with hospital costs, such as 
principal diagnosis, presence or absence of secondary diagnoses, and whether or not certain 
major surgical procedures were performed during the hospital stay. However. DRGs do not 
distinguish severity of illness within diagnostic groups nor do they account for many other 
characteristics that are likely to affect a patient’s stay and costs, such as whether patients 
were transferred from other facilities. 

Under the PPS. the amount of payment b determined by multiplying one of two standard, 
national prices (different for hospitals in Metropolitan Statistical Areas of over one million 
population and all other hospitals) by a DRG weighting factor that rates a particular DRG's 
complexity of treatment against the average Medicare case. Hospitals are at financial risk if 
the cost of treatment exceeds the DRG price, but they may retain the difference between the 
DRG-based price and the cost of delivering services for patients in given diagnostic groups. 

The PPS balances the concept of a standard national price, which is intended to promote 
efficiency with the recognition that costs vary among hospitals, often due to factors beyond 
their control, such as location, types of patients, level of teaching activity, and share of low- 
income patients. As enacted and amended, PPS payments to hospitals are calculated using 
the standard national price per discharge and computing an individual hospital payment 
amount based on six factors: 

• the location of the hospital deiennincs the base rate paid for a discharge; 

• the area wage level for each geographic location adjusts the base rale for labor 
differences; 

• the hospital’s case mix adjusts the payment for the types of patients that arc treated in 
a facility as determined by their classification into DRGs; 

• outlier payments for cases that have an extremely long length of stay or extraor- 
dinarily high costs partially compensate hospitals for the atypical severity of some 
patients; 


the disproportionate share (DSH> adjustment partially compensates hospitals for the 
above average costs of caring for the low-income individuals and the aged poor; and 
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• the IME adjustment compensates teaching hospitals for the cost impact of their special 
missions. 

PPS payments to all hospitals are adjusted by the first three factors: location, area wage 
level, and case mix. Not all hospitals receive payments for outlier cases, or DSH or IME 
payments. 

Since the PPS constituted a substantial departure hrom the previous cost-based reimbursement 
system, its implementation was phased in over several years. In the early years of the PPS, 
hospitals were paid a blend of their hospital-specific costs and a national standard rate. The 
IME adjustment was applied only to the Federal ponion. By FFY 1988, hospitals were paid 
100 percent on the national rate, and the IME adjustment was applied to the entire payment. 

The History of the Indirect Medical Education Adjustment 

The Origin of an Adjustment for the Increased Costs of Teaching Hospitals. In order to 
understand the origin and history of the IME adjustment, it is important to understand several 
events prior to implementation of the PPS, including the initial routine cost limits of the 
1970s and how they were adjusted for teaching hospitals. Even though the Medicare 
program initially reimbursed all allowable costs of hospitals for the care of Medicare 
beneficiaries, the Federal government recognized that costs among types of hospitals varied, 
and soon imposed limits on the amount of variability that was acceptable to the program. 
Section 223 of the Social Security Amendments of 1972 (P.L. 92-603) authorized the 
Secretary of Health, Education and Welfare to set payment limits on routine inpatient 
hospital costs. If a hospital's per diem costs were above the costs of comparable hospitals, 
those costs were not reimbursable under Medicare. The cost limits and the method of setting 
them evolved between 1974, when the regulations were first published, and 1979. when the 
cost limits were set at the 80th percentile of the costs of comparable hospitals, and hospital 
size, location (urban/rural), and area wage rates were taken Into consideration in determining 
comparability among hospitals. 

In 1979, when the Carter Administration sought to achieve some of its hospital cost 
containment objectives by further reducing Medicare payment limits, the teaching hospital 
community expressed concern that it would be harmed disproportionately. In response to 
this concern, government researchers snidied the relationship between hospital costs and 
teaching status. 

The researchers found that a hospital's intern and rcsideni-to-bed ratio (IRB) was related to 
an increase in hospital costs, even when direct medical education costs such as residents’ 
salaries were removed from the analysis. Using a statistical technique called regression 
analysis, analysts were able to predict the change in average Medicare cost per discharge (the 
dependent variable) associated with a given change in other factors, such as the intern and 
resident-to-bed ratio or area wages (the independent variables). The results of these 
empirical analyses provided statistical estimates of changes in average costs associated with 
changes in each independent variable. Throughout this testimony, the terms "empirical 
estimate" and "statistical estimate" refer solely to the results of such regression analyses. 

Researchers found that routine costs per day in teaching hospitals increased on average 4.7 
percent with each increase of 0.1 in residents per bed. As a result of these findings by 
government researchers, the Medicare routine cost limits for teaching hospitals were 
increased to incorporate a differential based on the intern and resident-to-bed ratio (IRB) in 
each hospital. 

The adjustment for the costs of teaching hospitals was subsequently included in the extension 
of the routine cost limits to cover total operating costs per discharge as legislated by the Tax 
Equity and Fiscal Responsibility Act of 1982 (TEFRA). The magnimde of the adjustment 
was determined by a statistical analysis similar to the one used to set the adjustment to the 
routine limits. 

The Adjustment for Teaching Hospital Costs Under the PPS. In the Secretary’s December 
1982 proposal for a new Medicare payment system, the resident-to-bed adjustment to the cost 
limits under TEFRA was convened to a PPS payment (the IME adjustment) to adjust for the 
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higher costs of teaching hospitals: 

The indirect costs of graduate medical education are the higher patient care 
costs incurred by hospitals with medical education programs. Although it is 
not known precisely what part of these higher costs are due to teaching {more 
tests, procedures, etc.), and what part is due to other factors (the particular 
types of patients which a teaching hospital may attract), the Medicare cost 
reports clearly demonstrate that costs per case are higher in teaching hospitals. 

It is also true that the mere presence of interns and residents in an institution puts 
extra demands on other staff and leads to the existence of higher staffing levels. The 
process of graduate medical education results in very intensive treatment regimens. . . 
there is no question that hospitals with teaching programs have higher patient care 
costs than hospitals without. 

The Department believes that recognition of these indirect costs should be 
accomplished through a lump-sum payment, separate and distinct from the base rate. 
This adjustment will be computed using methods that are similar to the methods 
currently used to adjust the old routine and new total cost limits... (Secretary of the 
Department of Health and Human Services, Hospital Prospective Payment for 
Medicare: A Report to Congress . December 1982. Pages 48-49). 

Using the results of a regression analysis, the Secretary’s estimate indicated that Medicare 
operating cost per case increased approximately 5.79 percent with each 0.1 increase in the 
number of residents per bed. However, two months after the Secretary’s report was issued, 
the Congressional Budget Office (CBO) presented an impact analysis of the characteristics of 
hospitals that would gain or lose under the Secretary’s proposed plan. CBO’s estimate, as 
presented in Table A. shows that the proposed DRG-based payment system would have 
adversely affected 71 percent of teaching hospitals if the IME adjustment had been set solely 
at the level suggested by the empirical estimate. 

In response to the CBO analysis, the Administration suggested that the statistical estimate of 
5.79 percent be doubled to 11.59 percent for each 0.1 increase in the IRB. The use of the 
regression estimates as a starting point resulted in an "empirically based" IME adjustment in 
the PPS. The doubling of the statistical estimate was accomplished by placing a multiplier at 
the beginning of the formula that calculates a hospital’s IME adjustment factor. Congress 
supported this proposal of modifying the empirical estimate based on its expected impact on 
teaching hospital finances, and the empirically based IME adjustment was incorporated into 
the prospective payment legislation. The inclusion of the multiplier in the formula 
operationalizes the concept of the "empirically based” IME adjustment factor. 

As more updated and refined information became available, the IME adjustment was 
recalculated and lowered. The original adjustment of 11.59 percent was reduced to 8.7 
percent in 1986 when belter data became available. 

However, hospitals never actually received IME payments calculated at the 8.7 percent level 
because at the same time (1986) the DSH adjustment was added to the PPS. The IME 
adjustment factor was reduced by 0.6 percent to finance pan of the DSH adjustment, 
resulting in an IME adjustment factor of 8.1 percent, rather than 8.7 percent, during the time 
the DSH adjustment would be in effect. 

With the implementation of the DSH adjustment in 1986, policy makers and researchers 
recognized that while some hospitals would receive either IME or DSH payments, other 
hospitals would receive both. The 8.1 percent IME adjustment established by the 
Consolidated Omnibus Budget Reconciliation Act (COBRA) recognized the possibility of the 
overlap in these payments. The DSH adjustment became a permanent pan of the PPS with 
passage of OBRA 1993 (P.L. 103-66) in August 1993. 

The current 7.7 percent IME adjustment, enacted in OBRA 1987, took effect on October 1, 
1988. Table B shows the history of the IME adjustment. 
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Table A 

Estimated Average Penalties and Bonuses Under the Administration’s 
Proposed ORG-Based Payment System 
By Type of Hospital* 


Hospitals TTut Hospitals That 

All Hospitals Would Gain Would Lose 



Percent 

Distribution 

of 

Hospitala 

Aggmgate 
EHeet ee 
Percent of 
Reimburse 
menis* 

Percent 

Distribution 

of 

Hostels 

Aggregate Aggregate 

Effect as Percent Effect as 

Percent of Distribution Percent of 

Reimburse- of Reimburse- 
ments* Hospitals ments^ 

All Hospitals 

100 

O 

61 

+ 23 

39 

-12 

Bad Size 

Less than 100 

49 

+ 23 

80 

+ 35 

20 

-10 

100-299 

34 

+ 2 

50 

+ 21 

50 

-11 

300 + 

17 

-6 

30 

+ 17 

70 

-13 

SMSA 

SMSA 

52 

-4 

43 

+ 20 

57 

-13 

Norv^MSA 

48 

+ 19 

81 

+ 29 

19 

-6 

Region 

N^heast 

15 

-4 

45 

+ 19 

55 

-12 

North Central 

28 

-4 

60 

+ 21 

40 

-13 

South 

37 

+ 8 

72 

+ 26 

28 

-9 

West 

20 

-2 

57 

+ 23 

43 

-13 

Teaching Status 
Teaching 

18 

-7 

29 

+ 18 

71 

[ -13 

Nonteaehing 

62 

+ 7 

69 

+ 24 

32 

1 -10 

Ownership 







Nonprofit 

57 

-2 

55 

+ 20 

45 

-12 

Goveminent 

31 

+ 9 

78 

+ 29 

22 

-12 

Proprietary 

12 

-1 

48 

+ 22 

52 

-13 


SOURCE: Pivfimlnwy C80 ssUmate b«s«d cn Medtcarv Cost f haporta tor 1960. 

%. AsauiDM «v«r«Q« pAymont Icwe noedod 1o koap oullsys *1 th« s»m« iwat as undar TEFRA In fiscal yaar 1964. Avaraga gains and losaas ara 
merarnantal to mooa under TEFRA. wtikeR are assumed to bo the average for aac^ preup. Effects of phasa4n and adjustments for exceptfortaJly costly 
cases are excluded, but an adiustmant tor teaching hospluis b Included 

b. Average calculated for afl hoepitals. 

c. Avenge caleuiaM for hoapRali that would gain 
d Averaga ceiculatad for hoapltatt that would lose. 

s Because eggregata reimburaamants were assumed to be the same as under TEFRA. Increases In payments to some hospitals would be acactiy offset 
by decreased payments m others. 

Source Narwy tA. Gordon, statement before the Suboommlttee on Health Committee on Ways and Maans. U.S House of Reprasantatlvee 
February 14, 1983 



Table E 

History of the Indirect Medical Education Adjustment 


Time Period 

Adjustment 
Factor (Vc)’* 

Oct. 1, 1983 - April 30. 1986 

11.59 

May 1. 1986 - Sept. 30, 1988 

8.1 

Oct. 1, 1988 - Present 

7.7 


• Applied only lo the Federal portiors of a hospital’s PPS payment. This portion was 25 percent in Federal FY 1984 and 
SO percent ihroueh April 30. 1986 Not until FY 1988 was the IME adjustment (actor applied to 100 percent oF a hospital's 
PPS paymeni 

The COBRA legislation modified the IME adjustment in a second very important way. In 
addition to a lower statistical estimate for the IME adjustment, the linear adjustment formula 
was respecified as a curvilinear formula. Therefore, as the resident- co-bed ratio rises. IME 
payments increase at a reduced rate. 

Under the PPS, teaching hospitals receive IME payments as determined by their individual 
resideni-to-bed ratios, the empirically based adjustment factor and the type of Medicare 
patient they treat. The percentage add-on to the DRG payment varies among individual 
hospitals depending on their residem-io-bed ratios. The average resident-to-bed ratio in the 
nation’s teaching hospitals is about 0.10. or 10 residents for every 100 beds. Government 
researchers generally define major teaching hospitals as institutions with at least a 0.25 
resident-to-bed ratio. Academic medical center hospitals^ have an a\ erage resideni-to-bed 
ratio of slightly over 0.50. For example, using the current IME adjustment factor of 7.7 
percent, a hospital with a 0.05 resideni-to-bed ratio would receive an additional 3.8 percent 
IME payment under the PPS. A hospital with a 0.25 residem-lo-bed ratio would receive a 
17.9 percent increase in the DRG payment and a hospital with a 0.50 resident-to-bed ratio 
would receive a 33.7 percent add-on paymeni. Therefore, as the IME adjustment has been 
reduced, hospitals with relatively high resident-to-bed ratios have experienced a greater 
percentage reduction in their IME payments than hospitals with lower resident-io-bed ratios. 

The Interest in Teaching Hospitals* Financial Performance 

Throughout the history of the PPS. the financial performance of leaching hospitals has been 
an additional consideration, beyond the statistical estimate generated by regression analysis, 
in determining the level of the IME adjustmcni. The first evidence of the importance of 
other factors in addition to the "statistical estimate" was the CBO impact analysis that 
documented how the proposed payment system would adversely affect teaching hospitals 
relative to nomeaching hospitals. This analysis resulted in the doubling of the statistical 
estimate. 

As the Medicare PPS was gradually implemented, government bodies, private research 
economists, and the hospital industry began to monitor the impact of the new payment system 
on the nation’s hospitals. Two closely watched measures of the impact of the PPS on 
hospitals were PPS margins (the losses or gains associated with Medicare cases paid under 
the PPS) and total margins (the losses or gains margin associated with all hospital operations, 
including all patient care and other income from investments and philanthropy). The 
Inspector General (IG) of the Department of Health and Human Services, the Congressional 
Budget Office and the Prospective Payment Assessment Commission (ProPAC), issued 
analyses of hospital PPS margins showing that, through the third year of PPS (1986-87), 
hospitals in general had fared well under PPS and that teaching hospitals had significantly 
higher PPS margins chan did nonleaching hospitals. 

In a statement submitted on August 1. 1988 to the House Budget Committee's Task Force on 
Health, the AAMC cited three factors that contributed to the unexpectedly high margins of 


'Academic medical cenier hospitals are del'ined as hospiuis under cnininon ownership with a ciilteue »( medicine or hospiuls 
in which Che deparimenc chairmen of die school of medicine also serve as (he chiefs of ser’. ice ai die ho^pital. 
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teaching hospitals in the initial years of prospective payments: 

• leaching hospitals maintained above average occupancy rates. In a fixed price 
payment system where revenue varies directly with volume, teaching hospital 
occupancy rates contributed to positive financial performance; 

• HCFA's use of 1981 case mix indices to establish the hospital-specific payment 
component of the PPS resulted in an overstated hospital-specific price for use during 
the phase-in transition period: and 

• the original IME adjustment was incorrectly interpreted as a linear relationship and 
was based on incomplete 1981 data. 

When the inappropriateness of the linear form was recognized and when more updated 
information became available, the AAMC did not oppose a recalculation of the IME 
adjustment, i.e.. a decrease in the empirically based adjustment from 11.59 to 8.1 percent 
and the imposition of a curvilinear form on the adjustment factor. Congress subsequently 
reduced the IME adjustment to 7.7 percent when the limit on DSH payments was removed. 
The AAMC did not oppose these changes in light of the empirical findings on hospital costs 
and the financial performance of teaching hospitals in the early years of the PPS. 

Over the years the executive and legislative branches have proposed reductions in the level of 
the IME adjustment. These proposals have been based on calculations using a variety of 
regression models, more current data, and different combinations of variables. In January 
1989 the General Accounting Office (GAO) issued a report that estimated the size of the IME 
adjustment using various regression specifications and called for a reduction in the level of 
the adjustment. Every year since 1989, the Prospective Payment Assessment Commission 
(ProPAC) has recommended a gradual reduction in the level of the adjustment. 

In recent years, however, Congress has indicated that the level of the IME adjustment should 
refiecc the broader mission and overall financial viability of teaching hospitals to assure 
access and quality of care for Medicare beneficiaries and other patients. Similarly, ProPAC 
has recognized that the financial success or failure of teaching hospitals could affect access to 
care and quality of care, and in making its recommendations has tried to assure "rough 
justice" among hospital groups. "Rough justice" refers to a policy objective of assuring 
roughly comparable total margins for teaching and nonteaching hospitals. 

Last year, in making its recommendation to decrease the level of the IME adjustment to 7,0 
percent for FY 1995. the commission urged caution in implementing a precipitous drop in 
the IME adjustment. While PPS inpatient operating margins for teaching hospitals are on 
average higher than those for nonieaching hospitals, teaching hospitals’ total margins have 
remained consistently lower than other hospitals’ total margins. As analyzed by ProPAC, 
data from the ninth-year of PPS (1992-93), the most complete information publicly available, 
show that average PPS margins for nonteaching hospitals were minus 6.4 percent, but total 
margins were plus 4,7 percent. Major teaching hospitals, however, posted PPS operating 
margins of 8.0 percent, but their average total margins were substantially lower at 3.0 
percent, The average total margin for all hospitals was 4,1 percent, 

A more recent ProPAC analysis of preliminary data from the tenth-year of PPS (1993-94) 
shows the same relationship between financial margins and teaching status. Major teaching 
hospitals, which are underrepresented in the incomplete tenth-year database, had PPS 
margins of 11.2 percent, but recorded average total margins of 18 percent. Other teaching 
hospitals, those with IRBs of less than 0.25, had average PPS margins of minus 0.8 percent 
and total margins of plus 4.4 percent. Nonieaching hospitals had the lowest PPS margins at 
minus 5.9 percent , but posted the highest total margins at plus 4.8 percent. 

Some policy makers have maintained that a significam portion of the IME adjustment is 
intended to help defray uncompensated care costs. Further, they argue, in a reformed health 
care system in which more individuals are covered by health insurance, teaching hospitals’ 
burden of uncompensated care would be reduced and would justify a significant reduction in 
IME payments. Teaching institutions are vital national and community resources, often 
taking care of the most disadvantaged members of society Yet their overall financial 
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viability, on average, lends to be more precarious than nonteaching hospitals. The AAMC 
has noted repeatedly the purpose of the IME adjustment is not to provide financing for 
uncompensated care, but to recognize factors that increase costs in teaching hospitals. 

Analysis by government and private researchers consistently has shown an empirical basis for 
a differential payment to teaching hospitals based on their costs. The justification for a 
special adjustment for these institutions traces back to the Medicare routine cost limits of the 
late 1970s and the inception of the PPS in 1983. Even if the health care system is reformed 
to improve access, legitimate cost differences between teaching and nonleaching hospitals 
will continue to exist. Teaching hospitals continue to have higher inpatient operating costs 
because of the types of patients they treat, services they offer, biomedical research they 
conduct, and residents they teach. 

The AAMC's Impact Analysis of Reducing the IME Adjustment 

The AAMC is greatly concerned that some policy makers ha\e concluded that the IME 
adjustment could be reduced substantially without threatening the financial viability of 
teaching hospitals. The AAMC does not agree with this perspective and believes that a 
reduction of the IME adjustment would seriously undermine the financial stability of leaching 
hospitals. While a review of FY 1994 financial data supplied by 91 hospitals belonging to 
the AAMC's Council of Teaching Hospitals (COTH) suggests that some teaching hospitals 
are performing well financially, a closer examination reveals that their total margins have 
been relatively stable for three years and are comparable to the total margins of nonteaching 
hospitals. Increases in the average PPS margin have contributed to stable aggregate total 
margins over the period. Further analysis shows that any reduction in the IME adjustment 
would substantially harm teaching hospitals, destroying the "rough justice" that has been 
achieved with the current level of the IME adjustment. 

Trends in PPS and Total Margins. PPS margins^ for this group of 91 teaching hospitals, all 
but 19 of which are "major teaching" hospitals, increased in 1994. "Major teaching" 
hospitals are defined as those having residem-to-bed ratios of 0.25 or greater. Table C 
shows that average PPS margins increased from 3.70 percent in 1992 to 11.75 percent in 
1994. Of the 91 hospitals in Table 1. 16 (18 percent) reponed lower PPS margins in 1994 
than in 1993. While 37 hospitals had negative PPS margins in 1992, only 15 hospitals had 
PPS margins less than zero in 1994. More importantly, however, the average total margin 
for this group has remained fairly stable (between 4.60 and 5. 12 percent) over the three-year 
period. 

PPS Margin Impact Analysis. Table D uses 1994 data to demonstrate the impact of various 
types of PPS payments on hospital margins and the effect of reducing the IME adjustment 
from its current 7,7 percent to 6.7 percent, 4.5 percent, and 3.0 percent. The 6.7 percent 
level is ProPAC's recommendation for FY 1996. It represents about one-third of the 
difference between the current level of the IME adjustment and the commission's most recent 
statistical estimate of 4.5 percent. The House Republican Alternative Budget for FY 1995, 
crafted last spring by the Republican members of the House Budget Committee led by 
current Budget Chair John Kasich (R-OH), proposed a reduction in the IME adjustment to 
3.0 percent from its current level of 7.7 percent for every 0.1 increase in a hospital's intern 
and resident-to-bed ratio. To estimate the impact of a reduction in the IME adjustment to 
these various levels, a reduction factor was applied to each hospital’s 1994 IME payment. 
This calculation assumes no change in the hospiiafs 1994 intern and resident-to-bed ratio and 
no other changes in Medicare payment policy. 

Table D shows that teaching hospitals depend heavily on the IME and DSH payment 
adjustments to maintain their PPS margins. On average, PPS margins calculated without the 
IME or DSH payment adjustmenls-but with only DRG, outlier and "high ESRD use" 
paymems-are minus 31.76 percent. The IME adjustment makes a significant contribution to 


^The PPS margin is aeiineii as PPS revenue (DRG paymeni. Jispropnninruie share payment . IME payment, ouilier and "higli 
End Stage Renal Disease (ESRD] use' payments) less Medicare inpatient operaiinc costs, divided hy PPS revenue. The PPS 
margin Jerinilnm escludes Medicare revenues and ensut associated with capilal. direct medical education. PPS exempt patient 
care units, and some other categories. Because payments for most of these cost components (except capilal) are made on a cost 
reimbursement basis, the margins for these items cannot be positive. Therefore, ihc margins for Medicare inpatient henel'iciaries 
are less than the PPS margins shown in this analysis. A more detailed discussion of the data and methodology used in this 
analyses is included as Attachment A 
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TABLE C: 

PPS AND TOTAL MARGINS IN SELECTED ACADEMIC MEDICAL CENTER 
AND MAJOR AFITUATED HOSPITALS: FY 1992 - 1994 
RANKED BY FY 1994 PPS MARGIN 


HOSPITAL 

FYM 

% MEDCAID 
CASES 1 

FY94 

% medicare 

1 FY92 
! TOTAL 
MARGIN 

FV 1993 
TOTAL 
MARGIN 

FY 1994 1 

TOTAL 
MARGIN 1 

FY92 

PPS 

MARGIN 

FY 93 

PPS 

MARGIN 

FY 94 

PPS 

MARGIN 

A 

1 

1.22 %| 

34 63 % 

4.18 % 

3.81 % 

2.21 % 

-9.15 % 

-6.35 % 

■26.39 % 

B 

0.06 1 

33.69 

-36.75 

-16.30 

0.25 

-81 26 

-49.63 

-22.60 

C 

1 \0.27 ] 

35.01 

8.75 

10.10 

5.64 

-9.76 

-3.87 

-15.87 

D 

34,79 

25.81 

1 3.23 

0.15 

3.91 

-28.50 

-23.16 

-12.68 

E 

23.63 

29 20 

7.49 

1 47 

3.30 

-3 78 

•12.88 

-8.08 

F 

12.19 , 

27 81 

2.76 

2.79 

-2.07 

-6.62 

-9.98 

•7.88 

G 

6.33 

21.74 

300 

2.99 

2.13 

-7.50 

M2 

-5.12 

H 

13.63 1 

' 37.82 

4.28 

5.63 

4 86 

-8.36 

-4.45 

-4.43 

I 

9.83 

43 79 

4.59 

4.96 

4.92 

■ 8.50 

-7 32 

-3.33 

J 

3.71 

47 89 

4.13 

4.60 

7.23 

8.42 

11.91 

-3.04 

K 

21.72 

24.46 

-2 29 

4.00 

3.40 

0 14 

-3.96 

•2.69 

L 

20.73 

' 31.15 

1135 

10 24 

4.07 

■1.12 

-3 77 

-2.18 

M 

3.47 

40 84 

1 5.12 

5.85 

6.27 

-10.27 

-4.92 

-1.81 

N 

13.18 

1 32.03 

2-98 

0.13 

1.03 

1 -4 61 

-10.00 

-0.39 

O 

13 77 

29 40 

0.8) 

1.25 

1.09 

-9 29 

•8.17 

-0.24 

P 

6.34 

1 52. 10 

2 78 

-1.58 

2.87 

7 SO 

12.02 

0.57 

Q 

0.00 

<2.43 

j 640 

4.44 

6.60 

-2.91 

-2.38 

2.13 

R 

39.90 

! 20 63 

1 10.45 

6.26 

4.56 

-11.28 

-6.31 

2.29 

& 

7.40 

: 21 63 

1.12 

-1.92 

1.39 

■15.79 

•8 06 

2.54 

T 

6.71 

22.76 

•3-32 

1-47 

0.06 

' 9 15 

4.03 

2.71 

U 

16.32 

38.39 

1 8.65 

11.18 

12.48 

8.22 

3 22 

2.94 

V 

23.50 

23 11 

1 0.58 

•2.75 

2-24 

1 8.22 

-0.82 

2.98 

w 

7.78 

1 29.28 

6.68 

6.03 

-1.23 

-6 52 

.7.97 

3.52 

X 

18.11 

41.63 

7 87 

8.50 

9.36 

■5. 16 

-2 82 

3.73 

Y 

15.57 1 

37.06 

441 

5 59 

3.82 

1 -1.64 

4 01 

4.07 

z 

28.90 

31.32 

3-34 

1.40 

14.71 

-21.33 

'19.21 

4,37 

AA 

' 12.59 1 

1 29.09 

1 3-21 

1. 10 

J.14 

1 -9.47 

-1.39 

4.53 

AB 

31.44 

24.97 

[ 9-97 

8.25 

10.34 

1 -I 44 

0,53 

4.74 

AC 

6.92 

18.54 

10.44 

7.80 

5.09 

' 941 

-0 66 

4.80 

AD 

1 21.47 ' 

22.42 

! 

5.71 

11.43 

8 60 

4 58 

5. 16 

AE 

14.98 

28 29 

1 9.59 

13.40 

10.53 

•6.15 

2 66 

5.18 

AS 

1 6.41 1 

38.93 

I 3-66 

10 93 

4 98 

6 55 

11.46 

6.00 

AG 

1 19.08 

3233 

1 5.03 

5.36 

6.25 

3 56 

7.79 

6.24 

AH 

5.48 1 

28 83 

1 583 

-«-90 

7.92 1 

•5.71 

•20.50 

6.58 

Al 

9.14 1 

31.38 

i 

4.04 

8 13 1 

4 11 

2.4? 

6.95 

AJ 

' 10.77 

36.61 

1 7.48 

6 76 

2.57 j 

•1 77 

-2.50 

7.69 

AK 

19 10 

36.20 

1.39 

5.22 

7.11 

0 91 

8 97 

8.48 

AL 

23.65 

29.20 

1 3.86 

469 

4.94 

■6 33 

1 55 

8.66 

AM 

' 18.46 

36.67 1 

10.30 

963 

9.50 

4.83 

8.28 

8.95 

AN 

18.08 

26 51 

1 0.63 

0.84 

7.24 j 

-5 8 

1.68 

8.95 

AO 

1 

j 70.78 

9.32 

2.18 

3.31 

2.47 

5.10 

-2.64 

9.11 

AP 

1 33.63 1 

25 78 

5-27 

5.24 

5-T7 

10 10 

6.29 

10.98 

AQ 

i 27.27 

26.36 ' 

-0.08 

3.56 

-0 39 

12.97 

10.21 

10.98 

AR 

11.49 

38.28 

6.88 

7.31 

7.83 

8 49 

9.70 

11.03 

AS 

28.20 

21.54 

5.30 

4.56 

7.40 

-18.16 

-19.54 

12.04 

AT 

14.39 

29.46 

10.19 

9.68 

8.0S 

3.65 

0.88 

12.30 

AU 

6.71 

54 51 

6.26 

698 

5.15 

-18.08 

3.07 

12.42 

AV 

61.33 

10.12 

10.66 

14 51 

131 

26.08 

18.89 

12.63 

AW ‘ 

16.43 

25 69 

6-98 

13.11 

7.91 

-2.00 

6.97 

12.97 

AX 

46.42 

11.58 

-6.14 

•15-22 

-2.05 

17.03 

23.31 

13.39 
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TABLE C: 

PPS AND TOTAL MARGINS IN SELECTED ACADEMIC MEDICAL CENTER 
AND MAJOR AFFILIATED HOSPITALS; FY 1992 - 1994 
RANKED BY FY 1994 PPS MARGIN 


HOSPriAL 

FY94 

% MEDCAID 
rj^ES 

FY94 

% MEDICARE 
PPS CASES 

FY92 

TOTAL 

Margin 

FY 1993 
TOTAL 
MARGIN 

FY 1994 
TOTAL 
MARGIN 

FY92 

PPS 

MARGIN 

FY93 

PPS 

MARGIN 

FY94 

PPS 

MARGIN 

AY 1 

27.34 %, 

19.66 % 

2 84 K 

-3.25 % 

1.79 % 

-2 10 % 

• 5 86 % 

14,17 % 

A2 

i8.s: 

26.10 

9.17 

9 61 

7.14 

7.7 

22.74 

14.67 

BA 

13.78 1 

21.75 

4.55 

3.80 

2.60 

•26 08 

-3.87 

15.30 

BB 

12.71 

43.42 

10.21 

9.55 

12.16 

-0.09 

4.43 

15.51 

BC 

15.69 

36.00 

6.00 

32.99 

3.79 

16.15 

18.26 

15.99 

BD 

22.26 

25.83 

12.08 

22.14 

21.33 

3.64 

16.00 

16.07 

BE 

30.39 

18.35 

6.01 

6.25 

7.10 

23.51 

21.00 

16.86 

BF 

1 27.19 

17.87 

12.80 

14.21 

6.68 

-31 85 

11.83 

17.03 

BG 

14 24 

42.61 

3.96 

1.47 

1.91 

5.67 

10.55 

17.12 

BH 

41.31 

21.52 

942 

9.12 

6.02 

16.22 

5.34 

18.43 

B[ 

24.10 

24.20 

4>.60 0.20 

6.91 

0.85 

15.33 

18.64 

BJ 

30.37 

33 44 

•0.29 

0.94 

3.76 

i 4.77 

15.72 

19.16 

BK 

18.81 

30.52 

1 3.80 4.21 

4.59 

12.88 

19.49 

19.50 

BL 

24.54 

19.73 

4.94 

4 93 

4.05 

! 11.19 

11 56 

19.51 

BM 

9.84 

38.22 

5 39 

5 51 

6.61 

; 

9 57 

19.77 

BN 

; 16.59 

29.15 

5.03 

3.67 

2.95 

14 83 

12 90 

20.34 

BO 

18.93 

33.07 

7.34 

4 41 

4 52 

12.85 

11.92 

20.47 

BP 

5.67 

36.21 

1.88 

3.04 

1.80 

7.53 

16.18 

20.88 

BQ 

64.43 

9.07 

8.57 

1.23 

2.26 

19 67 

34.18 

21.04 

BR 

47.46 

16.71 

-1.75 

1 17 

1.07 

-8.88 

17,52 

21.14 

BS 

11.74 

32.44 

1.96 

-3 10 

4.73 

17.34 

10 55 

21.19 

BT 

32.36 

24 36 

5.16 

3 90 

4.83 

11.00 

11 99 

2J.62 

BU 

45 58 

15.08 

567 

11.28 

14 30 

23.9: 

17,81 

21.78 

BV 

' 25.62 

17.82 

6 12 

2.54 

4 92 

17.81 

17.53 

22.42 

BW 

12.52 

1 27.74 1 

7.36 

7.01 

6.87 

10.95 

17.33 

22.47 

BX 

27.42 

1 26.66 

7.33 

5.17 

4.55 

18.92 

21.08 

23.37 

BY 

22.72 

1 23.53 

4 57 

6.05 

2.97 

14.94 

17,89 

24.11 

BZ 

36.86 

29.64 

7.07 

7.54 

4.47 

20.20 

19 64 

24.34 

CA 

11.53 

34.75 

4.36 

3 39 

3.23 

1 8.74 

16 62 

24.50 

ca 

33.16 

' 31 83 

7 73 

5 70 

7.79 

' 25 83 

26 75 

25.38 

CD 

38.75 

20.12 

10.70 

8.41 

10 20 

15.15 

18 77 

26.65 

CC 

53.97 

11.50 

-0.55 

0.90 

•289 

28.39 

29.96 

27.06 

CE 

13.94 

28.67 ; 

3.18 

1.02 

3.05 

l.OO 

22.24 

28.26 

CF 

16.47 

25.16 

2.79 

2.07 

285 

15.39 

20.06 

28.76 

CG 

56.24 

1 2.75 

0.10 

•1.37 

12.21 

19 80 

25.58 

30.43 

CH 

34.77 

16 64 

1.29 

• 1.18 

2.60 

-634 

19,22 

32.83 

Ct 

49.20 

12.98 

• 1.95 

11.78 

4.64 

31.52 

31,17 

33.52 

CJ 

35.78 

15.22 1 

15.30 

25 52 

4 85 

30.44 

32.62 

34.02 

CK 

i 36.62 

15.60 1 

6.92 

3.94 

■0 96 

33.72 

36.91 

3S.04 

CL 

44.95 

4.79 

5.21 

7.66 

6.42 

34.97 

34.89 

35.6? 

CM 

31.77 

12.60 

3.61 

9 38 

8.85 

36.67 

29.65 

38.32 

MEAN 

■ nM* 

\ 2-JM %i 

460 ft. 

S.U ft 

sn ft 

3.7fl ft 

' V 7J1 ft 

* 

<IUBwacta«4) 

MEDIAN 

ISJt 

27.74 .j 

1 J.03 t ' 4 

4.73 

1 4.77 

gJS 



SOURCE. ASSOCUVOH OF AMEKICAN h4EDICAL COLLE<X5 FROM MEDICARE COSTREFORTS. 
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TABLE D: 

CONllUBUTION OF PFS PAYMEPO^ TO SELECTED ACADEMIC MEDICAL CENTER 
AND MAJOR AFULIATED HOSPITALS' PPS MARGINS: FY 1994 
RANKED BY DRG PAYMENT. OUTLIERS. ESRD, DSH A IME O 7.7% 



DRG PAYMENT 
LESS 

DRG PAYMENT 
PLUS OUTUERS 

DRG PAYMENT 
PLUS OUTLIERS 
AESRDAIME 

DRG PAYMENT 
PLUS OUTUERS 
LSRD. IME 07.7% 
AND DSH 

PPS MARGIN 
W/IME0 
(ft6.7« 

PPS MARGIN 
W/IME O 

PPS MARGIN 
W/IME 0 
3.0% 

A 

47.41 % 

-63.17 % 

' -34.97 S 

-26.39 % 

-29.11 % 

•35.51 % 

-40.25 % 

B 

-107.62 

-41 JO 

-22.60 

•22.60 

-24,75 

-29.74 

-3347 

C 

-46 

-42.47 

•15.87 

-15.87 

-18.75 

-25.61 

-30.77 

D 

-109.26 

-96.12 

-36 J2 

-12.68 

-16.49 

-25.86 

•33.16 

E 

-67.64 

■60.36 

•19.74 

4.08 

-11.39 

-19.43 

•25 61 

F 

-36.27 

•29.21 

-15 29 

-7.88 

-9.33 

-12.60 

-14 96 

G 

-63.09 

-58.70 

-13.46 

-5.12 

4.85 

-18.08 

-25.32 

H 

-23.26 

-17 JO 

-8.59 

-4.43 

•5.43 

-7.69 

-9.29 

1 

• 19.36 

-13 26 

-3J3 

-3 43 

-4.52 

-7.24 

-9.18 


-12.79 

-10.44 

-3.04 

-3.04 

-3.94 

•5.99 

-7.44 

K 

-58.38 

-51.18 

-I2J0 

-2.69 

-5.92 

-13.76 

-19.81 

L 

-63.70 

-57,64 

•11.61 

•2.18 

-5. 86 

-14.95 

-22.10 

M 

-43.74 

-35.48 

-1.81 

-1.81 

•5.21 

-13.53 

-20 01 

N 

-44.39 

•33 J9 

•9.69 

-0.39 

-2.56 

-7.67 

-n.45 

0 

-62.93 

-56.42 

-5JS 

-0.24 

4.46 

-15 10 

-23.69 


-15.76 

-13.00 

0.57 

0.57 

-1.01 

-4 65 

-7.30 

Q 

-17. *4 

.12JI 

-0.49 

2.13 

0.79 

-2.29 

-4.51 

- R 

-76.38 

-65.99 

-15.47 

2.29 

-1.09 

-9.42 

-15.93 


-49.18 

-37.01 

2.54 

2.54 

-1.26 

-10 75 

-18.3! 

T 

-54.62 

-43.82 

0.93 

2.7] 

-141 

• 11, ■« 

-19 59 

U 

-15.77 

-10.20 

-1.91 

2-94 

2,03 

-0 04 

-1,50 

V 

•99.09 

-67.16 

•16.67 

2.98 

-0.30 

4.33 

-14,59 

w 

-7.74 

•5.52 

•0.59 

3.52 

2.95 

1.69 

0.80 

X 

-32.48 

•26.83 

•12.47 

3.73 

2.50 

■0.31 

-2,32 

Y 

-30.74 

•25.79 

-0.02 

4.07 

1.56 

-4 45 

-9.0C' 

z 

•71.32 

•61.13 

•21-88 

447 

I 93 

-3 88 

-8.26 

AA 

•27,87 

•23.66 

• 1.60 

4.53 

2 40 

•2 62 

-6.36 

AB 

-69 so 

•62.11 

•13.28 

4.74 

1,50 

•6.46 

'12.68 

AC 

•10.82 

•7.02 

4.80 

4.80 

3.41 

0 22 

-2.08 

AD 

•54.75 

•50.58 

•9.75 

5.16 

2.18 

-5,07 

• 10.66 

AS 

-a.76 

•38.95 

-0.36 

5.18 

1.83 

-6.42 

-12.90 

AF 

•39.61 

-33J7 

1.48 

6.00 

2.85 

-4.87 

-10.88 

AG 

•18.47 

-14.12 

-4.94 

6.24 

5.36 

3.36 

1.94 

AH 

•27.70 

•23.29 

6.58 

6J8 

3 54 

•3.88 

•9.63 

Ai 

•48.23 

•40.65 

347 

6.95 

3.16 

■6.37 

•14.02 

AJ 

• 11.56 

•9J3 

7.69 

7.69 

5.78 

141 

•2.00 

AK 

-53.99 

-42.98 

1.85 

8.48 

4.87 

-1.17 

-1149 

AL 

-52 05 

-46.54 

0.33 

8.66 

5 04 

-4.01 

-11.24 

AM 

•54 20 

-46.26 

2.29 

8.95 

6.06 

•0 99 

-12,25 

AN 

-47,50 

-36J9 

-0.79 

1.95 

5.13 

-4.48 

4.44 

AO 

-75 74 

-68.71 

•29.79 

9.11 

7.16 

2.57 

-0.83 

AP 

-71 15 

•55.11 

-4 42 

10.98 

7,63 

-0.68 

-7.26 

AQ 

-29 90 

•24 66 

•3.14 

10.98 

9.22 

5 11 

2.08 

AR 

-9,46 

•7.96 

7J9 

11.03 

9.42 

S.68 

2.94 

AS 

-46,07 

-40.47 

•2-18 

12.04 

9.28 

2.54 

-2.66 

AT 

-6.70 

-1,99 

6-95 

12.30 

11.35 

9.19 

7.65 

AU 

-1.34 

0.97 

13-42 

13.42 

11.08 

8.00 

5.77 

AV 

-74.30 

68.90 

-29-81 

12.63 

10.83 

6.58 

3.45 

AW 

-45 J6 

-38.75 

830 

12.97 

9 19 

-0.41 

4.21 

AX 

-65.28 

-55.25 

-21-81 

13.39 

11.63 

7.51 

4.46 

AY 

-52.96 

-42.24 

-0.71 

14.17 

11.30 

4,27 

-1.20 

AZ 

-13.36 

•9.41 

4.59 

14 67 

13.39 

10.41 

8.27 

BA 

-55 68 

-48.89 

2 77 

1540 

n S4 

3 13 

-3.86 

BB 

-32.36 

-28.67 

12 57 

15.51 

11 97 

3.03 

-4.15 

BC 

-13.75 

-9 93 

13 07 

15 99 

13 73 

8.29 

17 
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TABLE D: 

CONTRIBUTION OF PPS PAYMENTS TO SELECTED ACADEMIC MEDICAL CENTER 
AND MAJOR AFFILIATED HOSPITALS' PPS MARGINS: FY 1994 
RANKED BY DRG PAYMENT, OUTLIERS, ESRD, DSH & IME O 7.7% 


HOSPrTAI. 

DRG PAYMENT 
LESS 

OPER COSTS 

DRG PAYMENT 
PLUS OUTUESS 
AND ESRD 

DRG PAYMENT 
PLUS OUTLIERS 

DRG PAYMENT 
PLUS OUTLIERS 
iSRD. IME 07.7% 
AND DSH 

PPS MARGIN 
W/IME 9 

06 7% 

PPS MARGIN 
W/IME 0 
»4 5% 

PPS MARGIN 
W/IME 0 
3.0% 

BD 

-66.61 % 

-45.06 « 

7.08 % 

16.07 % 

12.37 » 

2.98 % 

-4.67 % 

BE 

-45.17 

-37.12 

4.40 

16.86 

13.92 

6.65 

0.94 

BF 

-50.13 

-45.74 

-2.37 

17.03 

1445 

1.19 

2.71 

BC 

-7.40 

-3.20 

12.75 

17.12 

15.51 

11.73 

8.96 

BH 

-91.25 

•54.75 

-2.09 

18.43 

15.44 

8.04 

2.20 

BI 

-9.24 

-7.70 

4.64 

18.64 

17.59 

15.19 

13.48 

U 

-15.12 

-14.23 

3.59 

19.16 

17.76 

14.51 

12.14 

BK 

-39.03 

•33.53 

11.44 

1940 

16.16 

7.76 

0.99 

BL 

-50 J7 

-44.76 

0.18 

19.51 

16. SO 

10.16 

4.99 

BM 

S.26 

6.54 

19.77 

19.77 

18.27 

14.76 

12.18 

BN 

-27.15 

•24.23 

17.23 

20.34 

16.87 

1.07 

0.92 

BO 

-34.40 

-30.30 

12.10 

20.47 

17,30 

9.38 

3.04 

BP 

3.56 

6.16 

20.88 

20.88 

19.23 

15.36 

12.50 

BQ 

-50.39 

-44.96 

-14.14 

21.04 

19.50 

15.90 

13.2f 

BR 

-61.49 

-55.06 

-0.59 

21.14 

18.22 

10.95 

5.21 

BS 

-32.27 

-27.10 

18.93 

21.19 

17.41 

7.68 

-0.38 

BT 

•32.78 

•29.80 

12.01 

21.62 

18.58 

11.01 

4,97 

BU 

-41.00 

-36.56 

•0.69 

21.71 

19.65 

14.53 

10.65 

BV 

-40.17 

-37.90 

8.20 

22.42 

19.46 

12.10 

6.25 

BW 

10.55 

12.13 

22.47 

22.47 

21.27 

18.48 

16.47 


-40.24 

-32.73 

11.94 

2347 

2043 

12.75 

6.69 

BY 

-28.21 

-22.58 

13.09 

24.11 

21.52 

15.15 

10.11 

BZ 

-39 J3 

-32.95 

948 

2444 

21.61 

14.87 

946 


-30.91 

•2JI 

19.08 

24.50 

22.53 

17.84 

14.30 

CB 

•38.64 

•29.85 

5.99 

2548 

23.19 

17.90 

13.85 

CD 

-36.72 

41.83 

6-92 

26.65 

24.37 

18.83 

1446 

CC 

•31.10 

45.45 

4.74 

27.06 

24.14 

19.45 

15.31 

CE 

-7.45 

-4.89 

25.90 

28.26 

25.51 

18.65 

13.20 

CF 

0.05 

3.41 

28.76 

28.76 

26.25 

20.04 

15.17 

CG 

•46J1 

•35.50 

4.91 

30.43 

28.40 

23.49 

19.74 

CR 

•26.39 

•20.89 

23.85 

32.83 

29.85 

22.28 

16.11 

Cl 

•26.85 

•23.40 

9.16 

33 42 

31.81 

27.72 

24.64 


-17.40 

•15.96 

12.61 

34.02 

32 38 

28.49 

25.57 

CK 

-27.73 

•26.19 

17J8 

35 .CM 

32.6? 

26.78 

23.14 


•18.77 

-9.96 

19.10 

35.67 

33.86 

29.51 

26.20 

CM 

•11.44 


24.16 

3842 

36.20 

30.98 

26.90 

MEAN 

-39.39% 

41.76% 



M7% 

3J1 % 

. y:4A»% 

<Lii 

MEDIAN . 

-3943 

"^OSS 




3.13 
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reducing what would have been unsustainable large losses, increasing the average PPS 
margin from minus 31.76 to plus 0.96 percent. The addition of the DSH payment to the 
margin calculation moves the average PPS margin to plus 11.75 percent. If the IME 
adjustment is reduced from 7.7 to 3.0 percent, as proposed by the Republican members of 
the House Budget Committee, the average PPS margin would fall from a positive 11.75 to a 
negative 1.49 percent, a reduction of 13.24 percentage points. 

Most important, if the IME adjustment is reduced to 3.0 percent, the impact on average total 
margins would be substantial (data not shown in table). The average total margin in 1994 
would fall from 5.1 percent to 2.8 percent, a decrease of 2.3 percentage points. At the 6.7 
percent IME level, the total margin would be 4.6 percent and it would be 3.5 percent if the 
level of the IME adjustment were 4.5 percent. 

Contribution of the DSH Payment to PPS Margins. As the Medicare DSH adjustment has 
been expanded and increased (as mandated by OBRA 1989 and 1990), academic medical 
center (AMC) hospitals have come to rely increasingly on DSH payments as part of their 
total PPS payments. Table E below shows that DSH as a percentage of total PPS payments 
has more than tripled since 1988. On the other hand, the relative importance of the IME 
payment to a group of academic medical center hospitals has remained fairly stable since 
1989. These data confirm the conclusion that can be drawn from Table D: the DSH 
payment increases the average PPS margin substantially. Moreover, one-third of the 
hospitals with negative PPS margins do not receive any DSH payment. 

Table E 

IME and DSH Payments as Percentages of Total PPS Payments 
in Selected Academic Medical Center Hospitals: FY I988-FY 1994 


Hospital 
Fiscal Year 

IME as a % of 
Total PPS Payments 

DSH as a % of 
Total PPS Payments 

IME and DSH as a 
% of Total PPS 
Payments 


19.6 

3.9 

23.5 


23.7 

5.2 

28.9 

FY 1990 

23.4 

6.3 

29.7 


24.5 

10.8 

35,3 


24.6 

11.9 

36.5 


24.7 

12.7 

37,4 


25.4 

12.9 

38.3 


Source: AAMC leners lo Scuan H. Airman. Ph D-. Chainnan. Prospective Payment Assessment Commission. 
1989-1995 

It is expected that DSH will make an increasingly important contribution to total PPS 
payments, as OBRA 1990 mandated further DSH payment increases for FFY 1994 and 1995. 

Discussion of the AAMC's Anafysis. Now in its twelfth year, the current prospective 
payment system differs significantly from the original system, but it remains a payment 
system based on national average rates that do not by themselves recognize important 
differences in hospital costs. Thus, the IME adjustment, which recognizes the special 
characteristics of teaching hospitals, including the severity of illness of their patients, the 
range of services provided, and the presence of graduate medical education programs, is of 
great imponance to teaching hospitals' financial stability. 

The current IME policy appears to have created "rough justice" across hospital payment 
groups. The 1994 average total margin of this group of 91 COTH leaching hospitals is now 
comparable to the average total margin of hospitals that received only DSH payments (4.8 
percent in ProPAC’s June report) in the ninth-year of PPS and to hospitals that received 
neither DSH nor IME payments (4.6 percent) in PPS-9. ProPAC’s recent analysis of an 
incomplete sample of hospitals reporting preliminary data from the tenth-year of PPS (1993- 
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94) shows that nonteaching hospitals' total margins appear to have stabilized at nearly 5 
percent, about the same level as the total margins of this group of COTH hospitals. 

ProPAC analysis of preliminary data from the tenth-year of PPS (1993-94) also shows that 
hospitals receiving both IME and DSH payments had the highest PPS margins (6.9 percent), 
but the lowest total margins (2.9 percent) of any payment group. Hospitals that received 
neither IME nor DSH payments had the lowest PPS margins (minus 8.0 percent), but the 
highest total margins (4.8 percent). Hospitals that received only DSH payments had 
similarly high total margins of 4.7 percent, and improved PPS margins of minus 3.1 percent. 
Hospitals that received only IME payments (and no DSH payment) had a lower average PPS 
margin of minus 3.3 percent, and a slightly lower total margin of 4.5 percent compared to 
DSH only hospitals and to hospitals that neither IME nor DSH payments. 

For the COTH hospitals in this analysis, the average total margin has increased slightly over 
the three-year period. Recent Congressional mandates extending Medicaid coverage to 
broader populations who previously may have been categorized as indigent patients, 
combined with favorable changes in Medicaid payment policy, may have contributed to these 
hospitals’ improved total margins during this period. However, recently mandated limits on 
the amount of Federal funding available for Medicaid disproportionate share payments will 
moderate or reverse this partem. In addition, the continued growth in managed care 
arrangements, which often do not recognize the training and other special costs incurred by 
leaching hospitals, and pressure by third-party payers to discount high cost tertiary services 
threaten leaching hospitals' financial stability. 

The IME payment is an important equity factor in the Medicare PPS. compensating teaching 
hospitals for the higher patient care costs they incur as a result of the severity of their 
patients’ illnesses, the scope of services provided and the impact of educational programs on 
hospital operating costs. However, its "medical education" label causes the adjustment to be 
viewed incorrectly as a payment for education only. 

The IME adjustment was originally developed to create a "level playing field’’ for teaching 
and nonteaching hospitals. It serves as a proxy to adjust for inadequacies in the PPS. 
including. 

• inadequate recognition of differences within a DRG of the complexity of disease, 
intensity of care required, and resources utilized by patients in teaching hospitals; 

• non-recognition of the teaching hospital’s costs of maintaining both a broader scope of 
services and the capacity to provide specialized regional services; 

• failure of the wage adjustment to account for differences between central city and 
suburban wage rates within metropolitan areas; 

• unavoidable decreases in productivity stemming from the presence of trainees; and 

• additional ancillary services ordered by trainees as they learn how to diagnose and 
treat patients. 

The AAMC strongly supports the importance of considering other factors, such as financial 
impact, in addition to an empirical estimate in determining the level of the IME adjustment. 
Teaching hospitals are under the same budgetary pressures as other hospitals to provide care 
efficiently; moreover, they must also fulfill their unique educational and service missions, 
including provision of health care for the poor. The current IME adjustment of 7,7 percent 
for each 0.1 increase in the number of residents-to-beds represents a substantial reduction of 
over 30 percent, or nearly 4 percentage points, from the original adjustment of 1 1 .59 
percent. Teaching hospitals have coped with the decreased rate, but in the current health 
services delivery environment, they will not be able to withstand further reductions without 
making substantial changes in the programs and services that they offer. 

A reduction in the IME adjustment would hinder teaching hospitals' capability to support 
adverse selection within the DRGs, high lechnology care, high cost services for referred 
patients, and unique community services such as bum and trauma units. 
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The AAMC continues to oppose any reduction in the indirect medical education 
adjustment and urges the Congress to consider carefully the impact of a reduction in the 
adjustment on all teaching hospitals. 

Direct Graduate Medical Education Payments 

Our present system for graduate medical education has much to commend it. However, the 
system needs to change. The Association recognizes the present system has failed to produce 
the number of generalist physicians that society believes it may need in a reconfigured health 
care system. To that end, the AAMC has committed itself to identify ways to reverse the 
significant underrepresentation of generalist physicians among practitioners in the United 
States. A 1992 Association policy statement calls for: 

an overall national goal that a majority of graduating medical students be committed 
to generalist careers (family medicine, general imemai medicine and general 
pediatrics) and that appropriate efforts be made by all schools so that this goal can be 
reached within the shortest possible time. 

The policy document identifies and recommends strategies for the Association, schools of 
medicine, graduate medical education and the practice environment to facilitate reaching the 
goal. Its foundation rests on the implementation of voluntary, private sector initiatives. 
Among them is creating and maintaining incentive programs aimed at individual medical 
students, resident trainees, and practicing physicians as the preferred methods of inducing 
career choices in certain specialties. 

We may all agree that the imbalance between the number of generalist and specialist 
physicians is unacceptable to society. Some policy makers and others have argued that the 
federal government-particularly the Medicare program-should take a more active role in 
ameliorating this imbalance by changing the way that graduate medical education (GME) is 
financed, The Association’s policy statement on the generalist physician strongly endorses 
that private sector organizations and governmental bodies should join together in partnership 
to eliminate the many barriers that exist to meeting the need for generalist physicians. First 
among these strategies is reducing the marked disparity in income expectations stemming 
from our current system of physician payment. A second strategy is the development of 
appropriate training experiences in ambulatory, community-based non-hospital settings. As 
hospitals encourage shorter stays by more acutely ill patients, training in ambulatory and 
long-term care settings Is needed to supplement the educational experience provided in 
hospitals to assure that residents receive comprehensive clinical training. With respect to the 
role of the Federal govemment. the AAMC policy statement recommends that; 

• the Medicare program and other third-party payers should adopt other reforms in 
physician payment designed to compensate generalist physicians more equitably: and 

• mechanisms employed to finance the direct costs of graduate medical education should 
not create nor perpetuate barriers to shifting the balance between generalist and non- 
generalist training. 

Some changes in direct GME funding will be required to encourage residency training in 
non-hospital sites and to provide the resources for other initiatives designed to make the 
generalist specialties more attractive to medical students. However, the AAMC does not 
believe that weighting Medicare hospital payments for graduate medical education by 
specially or that moving to a national average payment for Medicare direct costs will have a 
positive effect on the decisions senior medical students make with respect to specially choice. 
Medical students' career choices are not affected by payments made to hospitals. Before 
proceeding directly to the debate on these issues, 1 will provide some background on 
graduate medical education and its current method of financing. 

The Environment for Graduate Medical Education 

The nature of graduate medical education is changing. Many factors in the current 
environment are contributing to changes in how graduate medical education is conducted and 
how it may be financed in the future. Residency and fellowship education is a system of 
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learning by participation in the care of individual patients and, therefore, includes elements 
of both education and service. However, as hospitals increasingly are called on to improve 
efficiency, residency programs are under constant pressure to emphasize service over their 
educational role. Additionally, while graduate medical education is organized primarily in 
hospitals and has been focused mainly on inpatients, its involvement with ambulatory patients 
is increasing to reflect the shift from inpatient to outpatient care in the overall health care 
system. Many specialties are requiring residents to spend more training time in ambulatory 
sellings. For example, the Residency Review Committee (RRC) for internal medicine has 
required that all trainees in internal medicine residency training programs spend at least 25 
percent of their lime in ambulatory settings. 

Residency programs require long-term, stable funding commitments to provide an appropriate 
education and to enhance the quality of patient services. Graduate medical education has 
been funded primarily by patient service revenues to hospitals, with significant appropriations 
supporting some municipal- and state-supported hospitals and military and Veterans Affairs 
(VA) hospitals. While the Medicare program and some state Medicaid programs make 
explicit payments for GME costs, private payers have traditionally supponed GME through 
the higher payments that they make to teaching hospitals for patient care services. 

AAMC data show that, on average, hospital patient revenues supponed 85.2 percent of 
resident stipends and benefits and 62.9 percent of clinical fellow stipends and benefits, 
excluding VA hospitals in 1992-93 (see Attachment B). If anything, these data overstate the 
role of the hospital in financing graduate medical education, panicularly for subspecialty 
clinical fellows, who are often not funded by the hospital, and therefore may not be included 
in the insiimtion’s records. 

Faced with pressure to restrain health care expenditures, public and private third-party payers 
are adopting payment systems that limit or even decline altogether to provide payments for 
graduate medical education costs. The costs associated with the training of physicians may 
not be recognized by payers as they shift to fixed price systems for defined "bundles" or 
packages of services, capitated payments, and negotiated contracts for selected services. 

Thus, the historic mechanism for financing graduate medical education is being steadily 
dismantled by the broader focus on price competition among health care providers. 

The Purpose of the Medicare Direct Graduate Medical Education Payment 

Hospitals that train health professionals have multiple functions. In addition to providing 
medical care to individual patients, these hospitals provide the resources for the clinical 
education of physicians, nurses, and allied health professionals. To provide this formal, 
experieniially-based clinical training, hospitals iiKur costs beyond those necessary for patient 
care. These added direct costs include: salaries and fringe benefits for trainees and the 
faculty who supervise them; classroom space; the salaries and benefits of administrative and 
clerical staff in the graduate medical education office: and allocated institutional overhead 
costs, such as costs for electricity and maintenance. 

When Congress established the Medicare program in 1965. it acknowledged that educational 
activities enhanced the quality of care in institutions and recognized the need to support 
residency training programs to help meet the public need for fully-trained health 
professionals. In drafting the initial Medicare legislation. Congress stated; 

Educational activities enhance the quality of care in an institution, and it is intended, 
until the community undertakes to bear such education costs in some other way, that a 
part of the net cost of such activities (including stipends of trainees, as well as 
compensation of teachers and other costs) should be borne to an appropriate extent by 
the hospital insurance program (House Report . Number 213. 89th Congress. 1st Sess. 
32 (1965) and Senate Report . Number 404. Pi. 1. 89th Congress. Ist Sess. 36 
(1965)). 

Similarly, in the regulations governing the Medicare program, the Secretary of Health, 
Education and Welfare stated; 

It is recognized that the costs of such educational activities should be borne by the 
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community. However, many communities have not assumed responsibility for 
financing these programs and it is necessary that support be provided by those 
purchasing health care. Until communities undertake to bear these costs, the program 
will participate appropriately in the suppon of these activities <42 C.F.R. Section 
413.85 [formerly Section 405.421(c)]). 

Thus, since its inception the Medicare program has assumed some responsibility for graduate 
medical education costs, making separate payments to teaching hospitals for these costs. 

The History of the Direct Graduate Medical Education Payment 

During the 1970s the Congress authorized the Department of Health. Education and Welfare 
to set prospective limits on the amount of hospital costs that would be reimbursed by the 
Medicare program. In 1979, it was decided that in calculating these cost limits a hospital 
could exclude all DOME costs because it did not seem fair to compare the costs of 
nonteaching hospitals to teaching hospitals if the DOME costs were included. The costs of 
teaching hospitals would surely be higher. This exclusion set a precedent for separating 
DOME costs from other costs, a separation that carried over into the design of the Medicare 
prospective payment system in 1983: 

The Department [of Health and Human Services] believes that the direct costs of 
approved medical education programs should be e.xcluded from the [PPS] rate and be 
reimbursed as per the present system. This approach will assure that the base rale is 
related to patient care outcome and not significantly influenced by factors whose 
experience is really based on objectives quite apart from the care of particular patients 
in a particular hospital (Secretary of the Department of Health and Human Services. 
Hospital Prospective Payment for Medicare: A Report to Congress . December 1982, 
pages 47-48.) 

Until the mid 1980s, Medicare paid for its share of DOME costs based on the hospiiaPs 
historical and reasonable costs as determined by an audit. Reimbursement was open-ended in 
that a portion of "reasonable and allowable" DOME costs incurred every year was "passed 
through" to the Medicare program. DOME payments were also open-ended in that there was 
no restriction on the number of years that Medicare reimbursement would financially support 
a resident’s training. 

In April 1986, Congress passed the Consolidated Omnibus Budget Reconciliation Act 
(COBRA) of 1985 (P.L. 99-72), which dramatically altered the DOME payment 
methodology. The legislation changed the DOME payment methodology from one based on 
annual historical DOME costs to a prospective per resident amount. The Medicare program 
now pays its share of a hospital-specific per resident amount based on audited costs from a 
base year and updated for inflation rather than on the basis of DOME costs actually incurred. 
Today, a hospital’s DOME payment is calculated by multiplying the hospital's fixed amount 
per resident by the current number of residents and then multiplying that result by 
Medicare’s share of inpatient days at the hospital. Other legislative and regulatory changes 
have been made since COBRA, but the basic methodology for calculating the DOME 
payment remains the same. 

In addition to changing the payment methodology, COBRA placed limits on the number of 
years for which full Medicare payment would apply. In a subsequent change. Congress 
chose to restrict full support to the direct costs of those residents within the minimum 
number of years of formal training necessary to satisfy the educational requirements for 
initial board certification, up to a maximum of five years. The five-year count would be 
suspended, however, for a period of up lo two years for training in a geriatric residency or 
fellowship program. Payment for residents beyond either the period for initial board 
certification or the five-year level are reduced by 50 percent. 

The change in DOME payment methodology required by COBRA, which the AAMC did not 
oppose, terminated the previous open-ended commitment to financing graduate medical 
education. Although COBRA limits DOME payments, it still acknowledges the historical 
scope of direct graduate medical education costs, including the salaries and fringe benefits of 
residents and supervising faculty physicians and institutional overhead costs. 
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Proposals to Change Medicare Pavmenis for DGME Costs 

Since the implementation of per resident payments in 1989, policy makers have proposed 
changes in the methodology to encourage residency training in generalist specialties and to 
limit the variation in hospital-specific per resident amounts. Generally speaking, these 
proposals also are intended to limit the growth in Medicare expenditures. Two proposals 
which will be addressed later in this testimony, weighting payments by specially and 
constructing a national average payment amount, appear to have capmred the attention of 
some policy makers. First, however, it is helpful to describe several recent government 
reports on Medicare financing of graduate medical education. 

The Studies Conducted by the Inspector General and the General Accounting Office. Interest 
in changing Medicare DGME payments has been fueled to some degree by reports issued in 
1994 by two government bodies: the Office of the Inspector General (IG) within the 
Department of Health and Human Services and the General Accounting Office (GAO). In an 
April 1994 report to the HCFA Administrator, the IG concluded, based on a sample of 120 
leaching hospitals, that the per resident payment methodology caused the Medicare program 
"to share disproponionately in GME costs." The IG recommended that HCFA should 
propose several regulatory and legislative changes to more accurately identify Medicare’s 
share of DGME costs, claiming that the pre-COBRA method was more comprehensive and 
representative of Medicare patients’ utilization. 

In July 1994, the IG issued its study of DGME costs, and recommended that HCFA re- 
evaluate its current policy of paying DGME costs for all specialties. The IG suggested that 
HCFA could submit a legislative proposal to "reduce or even possibly eliminate Medicare’s 
investment in GME for specialties for which there is a surplus of physicians." The IG noted 
that "with the financial difficulties facing Medicare, it can ill afford to be the primary 
financial support for educational costs associated with surplus physician specialists." The 
report explains that at the inception of the Medicare program, the nation had a physician 
shortage and there was little community financial support for physician training. 

The GAO has sounded similar themes. In May 1994, the GAO concluded that hospitals were 
using Medicare funds to support a disproportionate number of nonprimary care physicians, 
rather than meeting "community needs" by training primary care physicians. The GAO also 
cited several barriers to primary care training, including restrictive Medicare payment rules 
regarding DGME payments. In October 1994. the GAO suggested that medical schools and 
residency programs were not doing enough to increase the number of primary care 
physicians and again urged Congress to modify Medicare payment rules to provide incentives 
for ambulatory training. 

While the AAMC is encouraged that interest in GME reform to meet public needs remains 
high, the Association has serious concerns about the repons of both agencies. The GAO’s 
October report does not rely on the most cuireni information available. Medical schools 
have ignited a solid, positive trend of increased medical student interest in primary care since 
the period studied in the GAO's October report. Thousands of medical students at more than 
98 percent of the nation's allopathic and osteopathic medical schools participated in National 
Primary Care Day last year. The findings of the AAMC’s Medical School Graduation 
Questionnaire are corroborated by the results of the 1994 National Residency Matching 
Program, which shows that more medical school graduates are selecting training in the 
generalist specialties. 

The AAMC’s Office of the Generalist Physician has established a number of services to 
support the generalist programs of medical schools, including; 

• co-sponsorship of National Primary Care Day; 

• educational programs for medical school faculty and administrators designed to assist 
them in their efforts to strengthen generalist education at their institutions; 


studies to elucidate the factors affecting career choices of medical students and 
residents and monitoring outcomes of efforts undertaken by schools and programs; 
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* an information clearinghouse that contains published and unpublished reports of 
generalsit initiatives and experiences at various academic institutions; and 

• annual surveys of all U.S. medical schools on their programs and/or initiatives to 
increase production of generalist physicians. 

With respect to the IG's April report, the AAMC has not had the opportunity to study the 
technical issues raised in the document. While the AAMC supports the principle that the 
Medicare program should pay a proportionate share of DOME costs, it should be recognized 
that the base-year GME costs were audited by HCFA’s fiscal intermediaries and in a number 
of instances, legitimate costs were disallowed. Congress should carefully consider technical 
changes which could reduce the program’s current level of support for GME. particularly in 
light of diminishing support from other payers and the failure to establish an all-payer fund 
for graduate medical education. 

The AAMC strongly disagrees with the IG’s suggestion "to reduce or even possibly eliminate 
Medicare’s investment in GME for specialties for which there is a surplus of physicians." It 
would be a serious error to adjust the level and/or type of support based upon short-term 
circumstances in a rapidly changing health care system. This is particularly true of medical 
education with its extraordinarily long training cycle 

The IG’s recommendation violates (he intent of the original Medicare legislation which 
requires the program to support graduate medical education "until communities undertake to 
bear these [educational] costs." The AAMC strongly believes that in the current competitive 
environment, in which payers attempt to restrict themselves to paying only for those services 
they believe are necessary and reasonable for the care of their patients, communities have not 
undertaken to suppon the costs of physician training. In the absence of an all-payer fund for 
DOME costs, the Medicare program must continue to fulfill its original mandate and 
contribute its proportionate share to the education of physicians in all specialties. 

Weighting DOME Payments by Specialty. For several years, some policy makers have 
proposed changes in Medicare payments for DOME costs chat are intended to provide 
incentives to encourage the training of generalist physicians and to eliminate the variation in 
hospital-specific per resident amounts. Additionally, these proposals would reduce the 
Medicare program’s role in GME funding. 

One payment proposal, made in 1993. would have based Medicare DOME payments on a 
national per resident amount derived solely from the average of salaries paid to residents. 
Direct medical education payments would reflect differential weighting of the national 
average resident’s salary, based on the specially area a resident is pursuing and the length of 
the residency. A resident in a primary care specialty would be weighted at 240 percent, a 
non-primary care resident in the initial residency period would be weighted at 140 percent, 
and a non-primary care resident beyond the initial residency period would be weighted at 100 
percent. The average weight would be 175 percent of the national average resident’s salary, 
down from the average weight of about 215 percent under current law. 

If it had been adopted, this proposal would have replaced the current Medicare payment 
methodology for DGME costs with a system based on three national rates. Thus, a 
hospital’s total direct GME payment would be based not on its costs, but on the specialty mix 
of its trainees Some policy analysis believe that these types of proposals would not only 
eliminate the variation in direct GME payments, but also would offer incentives to produce 
more primary care physicians. The proposal would attempt to accomplish this policy goal by 
paying relatively favorable amounts for primary care residencies, and .substantially less 
favorable payment amounts for all other residencies. 

The Association opposes proposals that intend to stimulate the production of generalist 
physicians by weighting direct GME payments by specialty and length of training. 
Although Ihe AAMC strongly supports more individuals entering generalist practice, the 
Association does not believe this proposal would achieve its intended objective of 
encouraging Ihe training of more generalist physicians. Proposals to weight Medicare 
DGME payments by specially would have a negative effect on most hospitals’ Medicare 
payments for DGME costs, depending on the hospital’s specialty mix of resident trainees. 
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There is no evidence that medical students' selection of residency training programs is related 
to Medicare payments to hospitals. The task at hand is not to increase the number of 
generalist training positions, but to increase the attractiveness of the training positions already 
available. 

In its March 1993 report to the Congress, the Physician Payment Review Commission 
(PPRC) concluded that weighting DOME payments to hospitals is undesirable. The 
commission indicated that there was already a sufficient number of existing generalist 
training slots, and weighting would have little influence on hospital management’s and 
residency program directors’ decision making. Finally, weighting would not sufficiently 
penalize institutions oriented toward subspecialiy training. 

The PPRC also "rejected as unwise the options of paying only for primary care positions or 
only for the first three years of training" (page 66). While the commission was aware of the 
need to increase the proponion of generalist physicians, it concluded that the nation will 
continue to require well-trained physicians in all specialties, and that such a policy would not 
be "sufficiently flexible" if changes in the health needs of the population called for physicians 
in specialties that required more than three years of training. 

Proposals to weight payments by specialty would, however, eliminate the variation in the 
current per resident amount methodology across teaching hospitals and reduce support for 
physicians in training. There are legitimate reasons why there have been variations in 
institutional costs among residency training programs, including the way the law has been 
interpreted by the Medicare fiscal intermediaries and providers, and differences in historical 
funding sources. 

It is important to understand the internal institutional dynamics that will result from the 
implementation of preferential weighting proposals. Those disciplines with an increased 
weighting factor will argue that they deserve "more" of the direct GME funds for their 
residency programs. At the same time, other disciplines, as a result of reductions in fee 
revenue anributable to the implementation of the resource-based relative value scale, are 
increasing pressure for more faculty salary support. Reports from members of the AAMC’s 
Council of Teaching Hospitals indicate some specialty departments are approaching hospital 
executives for additional academic supervisory and administrative financial support. 

While supporters of preferential weighting proposals indicate that a higher payment 
differential will be enacted only for primary care disciplines, it is likely many clinical 
specialties will argue they also deserve a "special weighting factor." It is unclear what 
criteria will be used to define a "primary care" program. The AAMC notes that emergency 
medicine was added as a primary care category to the House Ways and Means Committee 
proposal in 1991, and physical medicine and child psychiatry immediately made a case for 
inclusion because these specialties are in short supply. 

The AAMC strongly supports more individuals entering generalist practice, but data on 
career choices of medical school graduates indicate that medical students’ selection of 
residency training programs is not affected by Medicare payments to hospitals. On the 
contrary, personal incentives such as loan forgiveness, tax benefits, and other inducements, 
such as narrowing the income gap between generalist and non-generalist physicians, are more 
likely to result in greater numbers of U.S. medical school graduates entering the generalist 
disciplines. If monetary incentives are to be provided, they should be aimed at individuals, 
not hospitals and their sponsored residency programs. There are already a variety of 
federally-sponsored student loan repayment programs that could be bolstered. 

Changes in physician manpower supply, pressure from both federal and private payers to 
constrain the growth in health care expenditures, and changes in medical care delivery have 
produced significant tensions for residency and fellowship training programs. At the same 
time, the Association recognizes the frustration of government policy makers in assuring the 
public has access to an appropriate specialty mix of physicians. The AAMC supports 
strategies (o develop additional generalist physician manpower, but proposals to weight 
Medicare DGME payments based on specialty and length of training will only contribute to 
the instability of GME funding. Strong residency programs require continuity of effort and 
stable support. If future generations of Americans are to have appropriate access to well- 
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trained physicians, we must maintain and strengthen our medical education system, including 
its residency training component. 

Proposals to Pay a National Average Payment Amount for DOME Costs. Last year, during 
the debate over comprehensive health care reform, some proposals recommended the 
development of a national average per resident payment methodology with payment 
adjustments for regional differences in wages and/or wage-related costs. In some instances, 
the proposals excluded certain types of costs, such as direct overhead costs or allocated 
institutional overhead costs. These changes were suggested in the context of a package of 
proposals for graduate medical education reform, including an all-payer funding mechanism 
that was to be separate from payments for patient care services. 

The AAMC continues to be concerned about proposals to change Medicare DOME payments 
from a hospital-specific to a national average per resident payment. Such a proposed change 
likely would result in both a signiHcant reduction in aggregate GME funding and a 
redistribution of DGME payments Similarly, the AAMC is opposed to proposals that 
would exclude certain types of DGME costs, such as faculty supervision costs or 
overhead costs, from the calculation of the Medicare per resident amount. 

The AAMC supports the continuation of the current Medicare per resident payment 
method based on hospital-specific costs. The AAMC believes a national average 
payment method would fail to recognize structural factors that legitimately affect a 
hospital's per resident costs. Wide variation in per resident amounts exists among hospitals 
in the availability and amount of support from non-hospital sources, including public 
subsidies and faculty practice earnings. The overall financing of teaching hospitals and 
medical schools often is driven by historic circumstances, which have led to certain costs, 
especially faculty costs, being borne by the medical school, or in some cases, the teaching 
hospital. The diversity of supporting the costs of faculty is probably the most important 
reason for the variation in Medicare per resident payments. Additionally, there are 
legitimate differences in educational models depending on the specialty and the institution. 
Residency programs also may have unique histories and differences in the funding available 
to them, such as state or local government appropriations. While some proposals would 
adjust the Medicare national average per resident payment for differences in wages and other 
wage-related costs, these other strucmral factors would not be reflected in the national 
average payment methodology, creating inappropriate winners and losers. 

The AAMC also supports the current methodology because it recognizes all types of 
costs, including salaries and fringe benefits of the faculty who supervise the residents; 
direct overhead costs, such as malpractice costs, and the salaries and benefits of 
administrative and clerical support staff in the graduate medical education office; and 
allocated institutional overhead costs, such as costs for maintenance and utilities. The 
current method recognizes the diversity in how graduate medical education is organized and 
financed. Further, ample faculty supervision is necessary to monitor appropriately residents’ 
development in an environment of rapidly changing patterns of practice. Graduate medical 
education in all specialties is based on the premise that residents learn best by participating, 
under supervision, in the day-to-day care of patients. Supervising physicians must judge the 
clinical capabilities of residents, provide residents with the opportunities to exercise 
progressively greater independence, and ensure that the care of patients is not compromised. 
This supervising responsibility requires substantial time and commitment, and must be 
compensated. 

As noted earlier, in the current competitive environment, teaching hospitals' ability to cover 
the cost of physician education through those payers who are willing to pay higher prices has 
been severely limited because many public and private payers are increasingly restricting 
their payments only to the services that they believe are necessary for their beneficiaries. 

The AAMC believes that third-party payers, including Medicare, must support their 
proportionate share of the costs of supervision and other related educational costs to help 
ensure high quality patient care, and to preserve the high quality of residency programs. 

Average Adjusted Per Capita Cost (AAPCC) 

As the delivery system moves toward capitated payments for covered lives, separating the 
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payment for DGME costs and for patient care costs attributable to the special roles of 
leaching hospitals from patient care revenue becomes necessary. The AAMC believes that the 
current method of calculating the Medicare average adjusted per capita cost (AAPCC), the 
rate that the program pays to risk contractor HMOs, results in a payment system that creates 
an uneven playing field between teaching and nonieaching hospitals and may provide a 
disincentive for teaching hospitals to enter into contracts with Medicare risk-based HMOs. 

The AAPCC calculation includes all Medicare fee-for-servicc expenditures, specifically the 
direct graduate medical education (DGME) payment, the indirect medical education (IME) 
payment and the disproportionate share (DSH) payment. These payments are intended 
respectively to compensate hospitals for specific missions (graduate medical education), or 
for providing services to atypical patients who are severely ill or are of low-income 
socioeconomic status. 

Once these payments have been included in the AAPCC and paid to an HMO, there is no 
assurance that these dollars are used for the purposes intended by the Congress. Thus, 
teaching hospitals are at a competitive disadvantage when they attempt to contract with 
HMOs because the HMOs receive the same AAPCC amount regardless of with whom the 
HMO has a contract. Teaching hospitals have higher patient care costs associated with their 
additional missions. The Medicare payment system recognizes these higher costs through the 
IME and the DSH adjustments and the DGME payment. 

The AAMC believes that the IME, DSH and DGME payments should be excluded from the 
calculation of the risk payment rates and paid to a teaching hospital directly when the 
Medicare HMO enrollee actually incurs a bed day in the teaching facility. Simply put, if the 
teaching hospital provides the service, it should receive the IME, DSH and or DGME 
payments directly whether the service is provided to Medicare beneficiaries under the 
prospective payment system (which would include DGME costs), or through HMOs with risk 
contracts. 

The AA\fC urges the Congress to require the Prospective Payment Assessment 
Commission (ProPAC), as part of its analysis, to develop a methodology for removing 
these costs from the calculation of the AAPCC and for paying them directly to teaching 
hospitals when services are delivered to Medicare HMO patients. The Association is 
pleased that ProPAC has started to analyze how the Medicare program pays risk contractors. 
The AAMC believes that modifying the AAPCC calculation would at least partially 
ameliorate the competitive disadvantage that teaching hospitals bring to the negotiating table, 
remove barriers to expanding HMO use among Medicare beneficiaries and strengthen the 
existing, risk-based coordinated care program. 

Medicare Physician Payments 

Since 1991 , specialty physicians in teaching senings have experienced significant fee 
reductions under the Medicare fee schedule system including reductions to procedure-oriented 
specialties, global surgical fees, bundled services for critical care, volume performance 
standards, outpatient siie-of service limitations, and other payment policy changes for 
anesthesiology, pathology, and radiology services. 

While the Association remains supportive of the original intent and philosophy of the 
Medicare Fee Schedule, the AAMC is concerned about proposed policies which may not 
assure appropriate levels of payment to all physicians. One proposal, first made in the 
Health Security Act. particularly concerns academic medicine. 

A Volume Performance Standard for High Cost Medical Staffs 

The AAMC is concerned that a deficit reduction bill may include a provision on high cost 
medical staffs. Under this provision, a new, rather punitive volume performance standard 
would be applied to medical staffs, holding them collectively responsible for all Medicare 
physician services delivered to inpatients. The performance standard would be defined in 
terms of volume per admission, measured as Relative Value Units (RVUs) per admission. 
RVUs per admission would be adjusted for case-mix using DRGs in the same manner as in 
the Medicare PPS for inpatient hospital services, except that the DRG weights would be 
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based on physician, not hospital, services. The proposal also would make adjustments for 
leaching activity and disproportionate share status. According to the proposal's architects, 
the costs of physician services and hospital services would be linked for the first lime. 

Each year, the Health Care Financing Administration (HCFA) would calculate a hospital- 
specific volume per admission for each hospital in the country and rank these hospitals from 
the highest to the lowest. Limits would be defined in terms of the volume per admission of 
the median hospital. HCFA would recognize cost variation among urban-rural providers and 
adjust the hospital-specific volume accordingly. Initially the limit would be 125 percent of 
the national median for urban hospitals and 140 percent of the national median for rural 
hospitals. Similar to HMO withhold mechanisms, HCFA would impose a withhold of 15 
percent of the payment for each physician service delivered by a high-cost medical staff, 
beginning in 1998. Reconciliations would be made the following year. For each medical 
staff below the limit, the entire withhold would be returned; for each staff above the limit, 
pan or none of the withhold would be returned, depending upon the extent to which acaial 
1998 volume exceeded the limit. 

Discussion of a Volume Performance Standard for High Cost Medical Staffs. The 
AAMC joins the PPRC, and several physician organizations, in opposing the extension 
of Medicare’s volume performance standard (MVPS) to high cost medical staffs. The 
fundamental premise of the proposal is that payment under the Medicare fee schedule should 
be treated like a managed care arrangement by establishing a prospective withhold 
mechanism. Congress intended that the Medicare Part B program remain a fee-for-service 
payment system for physicians. This intention was reconfirmed by enacting the Medicare fee 
schedule system in 1991. Therefore, to apply an HMO-styled prospective withhold of 
payments is not only inappropriate, but also fundamentally contrary to Congressional intent 
and every physician’s participating agreement with the Medicare program. While the AAMC 
is supportive of refinements to the national VPS. as well as other po.sitive incentives to 
reduce inappropriate physician care and Medicare Pan B expendinires, the Association 
believes that this approach is flawed and would only serve to break trust between the 
physician community and the Medicare program. 

This proposal would have a significant negative impact on both teaching and nonteaching 
physicians. First, (he proposal assumes that a medical staff will behave like a cohesive 
medical group practice for the purpose of reducing Medicare inpatient payments. Typically, a 
medical staff behaves like loosely affiliated, autonomous physicians. As the PPRC 
discovered during its debate on the establishment of a national Medicare volume performance 
standard policy, there is little evidence to support the notion that a state, regional, or even a 
local level volume performance standard will provide a greater, more effective incentive for 
physicians to reduce costs than the national VPS. 

Most leaching physicians' faculty practice plans are simcrured along departmental lines and 
by specialty. Although many are in development, integrated information systems to monitor 
and support cost and quality of care initiatives at the individual provider level and across 
departmental faculty practice plans are generally unavailable. Without these kinds of practice 
management tools, faculty practice plans (indeed all medical staffs) will not be able to 
identify high-cost providers, influence physician practice patterns, improve medical decision- 
making, and ultimately control the total cost of patient care. 

The AAMC also believes that the methodology of the high cost medical staff proposal to 
equalize the services of physicians in leaching vs. non-teaching hospitals is flawed. 
Researchers have presumed that the services of residents, for the most part, are not billed by 
the supervising attending physician. Therefore, under a special rule, the hospital-specific per 
admission relative value for a teaching hospital’s medical staff is adjusted to account for 
service volume generated by residents using a proxy. Architects of the high cost medical 
staff methodology stale that this proxy measures the actual inpatient service costs of a 
resident's inpatient care which ordinarily be provided by attending physicians in teaching 
hospitals. 

The AAMC is concerned that this measure could significantly distort the per admission 
relative value for physicians in teaching hospitals. This proposal fails to recognize the 
dynamics of physician billing in accordance with the provisions of IL-372 Guidelines and the 



139 


aiiending physician criteria. The Association believes the methodology potentially overstates 
the costs of inpatient care by adding the GME equivalent per admission relative value to the 
service activity already billed by the attending physician supervising the resident’s care. The 
AAMC strongly recommends that the methodology for calculating the hospital-specific 
per admission relative value for teaching physicians, specifically the GME equivalent per 
admission relative value, be studied further. 

Conclusion 

The AAMC regrets that Congress seems unprepared to enact comprehensive health care 
reform that includes all-payer funds for the special missions of teaching hospitals and medical 
schools. At the same time, all evidence indicates that the health care delivery system will 
continue to emphasize price competition, challenging the financial viability of teaching 
hospitals and teaching physicians. The AAMC is deeply concerned that the fundamental 
structural changes now occurring in the health delivery systepi will undermine the ability of 
academic medicine to adapt to the new environment and to ftilfill its unique missions. 

Academic medicine consists of a diverse group of highly complex instiiulions providing the 
environment and resources for medical education and research for the nation and providing 
both basic and tertiary patient care services. The current emphasis on re-examining national 
policies in light of limited public resources places these institutions and their vital activities at 
risk if their special roles and nature are not appreciated 

National policy on health care delivery and payment must recognize the unique 
characteristics and diversity of teaching hospitals and teaching physicians so that their 
fundamental missions can be preserved- A poorly conceived or short-sighted policy to 
reduce Medicare payments to teaching hospitals and teaching physicians will undermine the 
ability of these institutions to fulfil! their multiple responsibilities at the same time they are 
struggling to adapt to a new delivery environment. Academic medicine supports those 
changes that assure high quality health care, a vibrant research capability and the capacity to 
educate outstanding practitioners. Academic insiimiions need the understanding and support 
of society to fulfill their obligations. The AAMC looks forward to working with the 
members of the subcommittee and their staff to meet these common goals. 


Attachment A 


Data and Methodology 

To assist in obtaining a better understanding of the imponance of the IME adjustment to 
teaching hospitals and the negative effect of reducing the IME adjustment on hospital 
margins, the AAMC analyzed the financial data of 91 COTH members that provided 
Medicare Cost Report data for the three-year period. A list of the responding hospitals by 
stale precedes the tables. Survey participants reported their data by hospital fiscal year. 

Thus, FY 1994 contains data from hospitals with fiscal years ending primarily in June 1994. 
Seventeen hospitals had fiscal years ending in other months in 1994. Hospitals with calendar 
fiscal year ends (December 1994). such as most hospitals in New York State, have been 
excluded from this analysis because their financial results are not yet available. 

This analysis includes 61 academic medical center hospitals and 30 community teaching 
COTH hospitals. Seventy-iwo hospitals have intern and residenl-to-bed ratios (IRBs) of 0.25 
or greater, classifying them as "major leaching" hospitals. Nineteen respondents are "other 
teaching" hospitals with IRBs less than 0.25. In general. 1994 PPS data reported in these 
tables are from hospitals’ "as filed" Medicare Cost Reports. Total margin (the margin from 
all hospital operations, including patient care, government appropriations, and other income 
from investments and philanthropy) percentages are calculated using data from 1994 audited 
financial statements. 
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Atiachmcnt A-1 


COTH Hospitals Providing Data for 1994 IM£ Analysis 


Hospital 

Citv. State 

Baptist Medical Centers 

Birmingham, Alabama 

University Medical Center 

Tucson. Arizona 

Kem Medical Center 

Bakersfield, California 

Valley Medical Center of Fresno 

Fresno. California 

Long Beach Memorial Medical Center 

Long Beach, California 

Cedars-Sinai Medical Center 

Los Angeles, California 

use University Hospital 

Los Angeles. California 

Los Angeles County-USC Medical Center 

Los Angeles, California 

UCLA Medical Center 

Los Angeles. California 

University of California, Davis, Medical Center 

Sacramento, California 

University of California, San Diego. Medical Center 

San Diego. California 

The Medical Center at the University of California, San Francisco 

San Francisco. California 

University Hospital 

Denver. Colorado 

Georgetown University Hospital 

Washington. D.C. 

Howard University Hospital 

Washington. D.C. 

The George Washington University Hospital 

Washington. D C. 

Washington Hospital Center 

Washington. D.C. 

Shands Hospital 

Gainesville. Florida 

Jackson Memorial Hospital 

Miami. Florida 

Tampa General Hospital 

Tampa. Florida 

Cra\».ford Long Hospital of Emory University 

Ailania, Georgia 

Emory University Hospital 

Atlanta. Georgia 

Medical College of Georgia Hospital and Clinics 

Augusta, Georgia 

MacNeal Hospital 

Berwyn. Illinois 

Mercy Hospital and Medical Center 

Chicago, Illinois 

Northwestern Memorial Hospital 

Chicago. Illinois 

Rush-Presb>ierian-Si Luke’s Medical Center 

Chicago. Illinois 

University of Chicago Hospitals 

Chicago. Illinois 

University of Illinois Hospital 

Chicago. Illinois 

Lutheran General Hospital 

Park Ridge, Illinois 

Memorial Medical Center 

Springfield. Illinois 

St, John's Hospital 

Springfield. Illinois 

Indiana University Hospitals 

Indianapolis, Indiana 

University of Iowa Hospitals and Clinics 

Jowa Ciiy. Iowa 

University of Kansas Hospital 

Kansas Ciiy, Kansas 

University Hospital, University of Kentucky Medical Center 

Lexington, Keniuclc)’ 

Alton Ochsner Medical Foundation 

New Orleans. Louisiana 

Tulane Universiiy Hospital and Clinic 

New Orleans, Louisiana 

Louisiana State University Hospital 

Shreveport. Louisiana 

Beth Israel Hospital 

Boston. Massachusetts 

Faulkner Hospital 

Boston. Massachusetts 

Mount Auburn Hospital 

Cambridge. Massachusetts 

University of Massachusetts Medical Center 

Worcester, Massachusetts 

Universiiy of Michigan Hospitals 

Ann Arbor. Michigan 

St. John Hospital and Medical Center 

Detroit. Michigan 

Blodgett Memorial Medical Center 

Grand Rapids. Michigan 



141 


Attachment A-2 

COTH Hospitals Providing Data for 1994 IM£ Analysis (Continued) 


Hosnital 

Ciiv. State 

Providence Hospital 

Southfield, Michigan 

The University of Minnesota Hospital and Clinic 

Minneapolis, Minnesota 

University Hospital, University of Mississif^i Medical Center 

Jackson, Mississippi 

University of Missouri Hospital and Climes 

Columbia. Missouri 

Truman Medical Center 

Kansas City, Missouri 

St. John’s Mercy Medical Center 

St. Louis, Missouri 

Sc. Louis University Hospital 

St. Louis, Missouri 

University of Nebraska Hospital 

Omaha, Nebraska 

Mary Hitchcock Memorial Hospital 

Hanover, New Hampshire 

University of New Mexico Hospital 

Albuquerque. New Mexico 

University of North Carolina Hospital 

Chapel Hill, North Carolina 

Duke University Hospital 

Durham. Nonh Carolina 

North Carolina Baptist Hospital, Inc. 

Winston-Salem, Nonh Carolina 

University of Cincinnati Hospital 

Cincinnati, Ohio 

Grant Medical Center 

Columbus. Ohio 

The Ohio State University Hospitals 

Columbus. Ohio 

Medical College of Ohio Hospitals 

Toledo. Ohio 

Oklahoma Medical Center 

Oklahoma City. Oklahoma 

Saint Francis Hospital 

Tulsa. Oklahoma 

Oregon Health Sciences University Hospiul 

Portland. Oregon 

Lehigh Valley Hospital 

Allentown, Pennsylvania 

Crozer-Chester Medical Center 

Chester. Pennsylvania 

Geisinger Medical Center 

Danville. Pennsylvania 

PennSiate University Hospital. Milton S. Hershey Medical Center 

Hershey. Pennsylvania 

Alben Einstein Medical Center 

Philadelphia, Pennsylvania 

Frankford Hospital of the City of Philadelphia 

Philadelphia. Pennsylvania 

Graduate Hospital 

Philadelphia. Pennsylvania 

Hospital of the University of Pennsylvania 

Philadelphia, Pennsylvania 

Pennsylvania Hospital 

Philadelphia. Pennsylvania 

Temple University Hospital 

Philadelphia. Pennsylvania 

Thomas Jefferson University Hospital 

Philadelphia. Pennsylvania 

Allegheny General Hospital 

Pittsburgh, Pennsylvania 

Shadyside Hospital 

Pittsburgh. Pennsylvania 

The Western Pennsylvania Hospital 

Pittsburgh. Pennsylvania 

Medical University Hospital 

Charleston, South Carolina 

Regional Medical Center at Memphis 

Memphis. Tennessee 

Vanderbilt University Hospital 

Nashville. Tennessee 

Methodist Hospitals of Dallas 

Dallas, Texas 

Harris County Hospital District 

Houston, Texas 

University of Utah Hospital 

Salt Ukc City. UT 

University of Virginia Hospitals 

Charlottesville. Virginia 

Norfolk General Hospital 

Norfolk. Virginia 

Harborview Medical Center, University of Washington Hospitals 

Seattle. Washington 

University of Washington Medical Center 

Seattle. Washington 

University of Wisconsin Hospital and Clinic 

Madison, Wisconsin 



Source of Funding for 
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Chairman Thomas. Thank you, Mr. Ford. 

Mr. Gage. 

STATEMENT OF LARRY S. GAGE, PRESmENT, NATIONAL 
ASSOCIATION OF PUBLIC HOSPITALS 

Mr. Gage. Thank you very much, Mr. Chairman. I am Larry 
Gage, President of the National Association of Public Hospitals. 

NAPH’s members include over 100 of America’s metropolitan 
area safety-net hospitals, with combined gross revenues of over $16 
billion. These hospitals provide nearly 90 percent of their services 
to Medicare, Medicaid, and low-income uninsured and 
underinsured patients. 

They also provide many preventive, primary, and costly tertiary 
services to their entire communities, not just to the poor. These in- 
clude maintaining a wide variety of round the clock standby serv- 
ices such as trauma units, burn centers, neonatal intensive care, 
poison control, emergency psychiatric services and crisis response 
units for both natural and manmade disasters. 

I recognize that this hearing is focused primarily on rising Medi- 
care costs. With their overwhelming reliance on governmental 
funding sources to carry out their essential mission, America’s 
urban public hospitals are also concerned about rising costs. As we 
stated time after time last year, and as Stuart Altman pointed out 
earlier today, our current methods of financing and providing 
health care for the uninsured poor, and underwriting many expen- 
sive communitywide services, are ^th fragmented and fragile. We 
too are constantly searching for ways to pay for, as well as to pro- 
vide, these vital services. 

In the few minutes remaining to me, I would like to give you an 
idea of the possible impact on uiese essential providers of the sub- 
stantial reductions in Medicare disproportionate share hospital and 
medical education payments that have been suggested by some this 
year. 

Let me first briefly share with you a few statistics about the vol- 
ume and financing of ixncompensated care and communitywide 
services. I have charts that show tables that are attached to my 
prepared testimony. Very simply, table 1 on the right identifies the 
source of gross revenues for member hospitals in 1991, indi- 

cating that 88 percent were attributable to Medicare, Medicaid, 
and self-pay or no-paying patients. 

Table 2 provides the same breakdown for outpatient and emer- 
gency visits, showing in both cases that 33-37 percent of all of our 
services are provided to the uninsured. 

Table 3 on the far left identifies both the total volume of out- 
patient and emergency room visits provided by just 13 of the larger 
NAPH member hospitals, as well as the substantial proportion of 
those services that are not compensated by Medicare, Medicaid, or 
any other third-party payer. 

As you see, these 13 hospitals alone provided over 6.8 million 
outpatient department and emergency room visits, of which 45 per- 
cent were uncompensated. Just to take a random example, the 
Kem County Medical Center provided nearly 30 percent of all of 
its outpatient visits on an uncompensated basis. 
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Finally, table 4, which is now in the middle, provides nearly 50 
examples, and again, this is attached to my testimony, of the kinds 
of additional, often unfunded, services provided by these essential 
providers. 

My point is this: In the absence of systemwide reform or univer- 
sal coverage, this high volume of uncompensated care and these 
dozens of unfunded communitywide services can only be funded 
through the kind of institutionalized cost shifting represented by 
Medicare disproportionate share and medical education payments. 

In 1993, for example, an as yet uncompleted survey of NAPH 
members preliminarily found that just 48 hospitals collected over 
$210 million in Medicare disproportionate share payments and 
nearly $270 million in direct and indirect GME payments. 

If the disproportionate share payments were reduced by half and 
GME payments by approximately 40 percent, as some have pro- 
posed, this would be reduced to just $260 million. Since there are 
equal, if not greater, pressures on Medicaid and direct local sub- 
sidies, the other two primary sources of support, no other sources 
of funding are likely to be available to make up this loss of $260 
million. And the results will be dramatic. 

To give you an example, the $260 million is enough to fund 3 
million uncompensated outpatient visits, or 100 percent of the 
standby costs of all of the 24-hour poison control, high-risk preg- 
nancy, substance abuse, rape crisis, mental health, tuberculosis, 
and other services provided by these institutions. 

In conclusion, we agree with what Rick Pollack and others have 
said earlier, Americans clearly spoke in November about their con- 
cerns for runaway government spending and programs, but it is 
important, we think, to ask the right question. We believe that 
question is not how rapidly can we reduce all governmental spend- 
ing in all programs, but rather, how best can we determine what 
is the most appropriate role for government in an era of limited re- 
sources? 

Thank you very much. 

[The prepared statement and attachments follow:] 
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Statement of Larry S. Gage 
President 

National Association of Public Hospitals 
before the 

Subcommittee on Health 
Committee on Ways & Means 
U.S. House of Representatives 
Washington D.C. 

February 6, 1995 


I am Larry Gage, President of the National Association of Public Hospitals (NAPH). NAPHs 
membo^ include ova 100 of America's metropolitan area safety net hospitals. These 100 institutions 
(taken together) comprise America's most important health and hospital system. With combined 
revenues of over S16 billion, these hospitals provide nearly 90% of their services to Medicare, 
Medicaid and low income uninsured and underinsured patients. They also provide many preventive, 
primary and costly tertiary services to their entire communities, not just the poor and eld^y. These 
include maintaining a wide variety of round-the-clock standby services such as trauma units, bum 
centers, neonatal intensive care, poison control, emergency psychiatric services, and crisis response 
uruts for both natural and man-made disasters. 

In just the last two years, NAPH members have been at the forefront of the response to 
community wide crises that have included fires, fioods, earthquakes, deadly new viruses, measles 
epidemics, environmental spills, air crashes, and urban riots. At the same time, their preventive and 
primary care services have been essential to meeting the day to day health needs of many millions of 
urban residents with restricted access to "mainstream" health services. In other words, these essential 
health systems ~ which rely on Medicare, Medicaid and direct sute and local governmental subsidies 
for over three quarters of their operating revalues - already serve as a "national health system" by 
de&ilt in most of our nation's urban areas. 

1 am pleased to have this opportunity to testify before the Subcommittee on Medicare budget 
issues generally, and those aspects of the Medicare program that directly affect America's essential 
providers in particular. NAPH recognizes that the primary purpose of this hearing is to consider ways 
to curb the continuing growth in Medicare co^ We agree with the AHA and other wimesses 
today that the hospital industry generally has not been the cause of recent growth in the 
Medicare program. In addition, those hospital payments that are most vital to essential providers - 
such as disproportionate share ho^ital payments and medical education adjustments — have also 
remained stable, with little growth, in recent yean. 

With their overwhelming reliance on governmental funding sources to carry out thdr essential 
mission, America's urban public hospitals are also concerned with rising health costs. As we stated 
time after time last year, our current methods of financing and providing health care for the uninsured 
poor, and underwriting many expensive community-wide services, are both fi'agmented and fragile. 
For this reason, last year, when the Congress extensively considered alternative health plans, NAPH 
was willing to support various kinds of adjustments to Medicare spending, in order to obtain a more 
rational system in which the uninsured would finally receive health coverage. In the absence of such a 
goal, however, all current sources of safety funding — including the Medicare DSH and medical 
education adjustments - are more essential than eva, especially for the highest volume providers of 
care to the uninsured and community-wide public health services. 

NAPH has been gratified that the Congress has often achieved a bipartisan recognition of the 
importance of preserving and protecting these institutions Throughout the mid-19S0s, despite a 
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number of reductions in the rate of increase in Medicare rates and medical education payments, the 
Medicare DSH adjustment was actually increased in a carefully targeted way for the highest volume 
providers of safety net services. Even last year, in the context of health care reform, this subcommittee 
voted unanimously, by an 11-0 roll call, to extend protections to these health systems and certain other 
"essential community providers". In terms of health reform, it has been stated by many observers that 
the most we may be able to achieve this year is modest incremental reform. In the absence of any 
likely movement toward universal coverage, the continued protection and support for safety net health 
systems is more essential than ever. 

It may be helpful to give you an idea of the possible impact on these essential providers of 
some of the substantial reductions in Medicare DSH and medical education payments that have been 
suggested this year. Let me first share with you a few statistics about the volume (and financing) of 
uncompensated care and community-wide services provided by these health systems. 

Table 1 identifies the source of gross revenues for NAPH member hospitals in 1991, and 
indicates that 88% were attributable to Medicare, Medicaid or “self-pay” (i.e., “non-paying”) patients. 
Table 2 provides the same breakdown for outpatient and emergency visits 

Table 3 identifies both the total volume of inpatient services and outpatient/emergency room 
visits provided by 13 of the larger NAPH member hospitals, as well as the substantial proportion of 
those services that are not compensated by Medicare, Medicaid or any other third party payer. In 
summary, these 13 hospitals alone provided over 6.7 million outpatient depanment/emergency room 
visits, of wluch over 3 2 million (or 45%) were uncompensated. 

Finally, Table 4 provides nearly 50 examples of the kinds of additional — often unfunded — 
services provided by these essential providers. 

In the absence of system-wide health reform or universal coverage, both this extraordinarily 
high volume of uncompensated care, and these doz^ of unfunded community-wide services, can only 
be funded through the kind of instituuonalized "cost shifting" represented by Medicare DSH and 
medical education payments. In fact, because there are so few other funding sources now available for 
these services, it is actually possible to quantify what the loss of a significant pan of this funding would 
mean to the communities served by these hospitals. 

In 1993, for example, an as-yet uncompleted survey ofNAPH members has preliminary found 
that just 48 NAPH member hospitals collected over $210 million in Medicare DSH payments, and 
nearly S270 million in direct and indirect medical education payments. If DSH payments were reduced 
by half and GME payments by approximately 40%, as some have proposed, this $480 million in 
essential support would shrink to approximately $260 million Since there are equal (if not greater) 
pressures on Medicaid and direct local subsidies — the other two primary sources of support for safety 
net health systems — no other sources of funding are likdy to be available to make up this loss of S260 
million. The result could be dramatic in many communities, when you consider that at just these 48 
hospitals, $260 million is currently sufiBcient to finance; 

' Over 3 nuUion uncompensated outpati«tt or emergency room visits, 

* 100% of the cost of all of the 24 hour poison control, high risk pregnancy, substance abuse, 

rape crias, mental health, tuberculosis, immunization, transportation and environmental crisis 

response services provided by these 48 hospitals, or 

- All of the standby costs of the nearly 30 Level I trauma centers operated by these 48 

hospitals (of which several are the only such trauma centers in their entire urban areas). 

While Americans clearly spoke in November about their concerns with runaway government 
spending and programs, it is important that we ask the right question. We believe that the right 
question is not "how rapidly can we reduce all governmental spending and programs", but rather "how 
best can we determine what is the most appropriate role for government" in an era of limited 
resources? What are the essential services that government must continue to support or provide? Can 
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we really afford to jeopardize any of these essential health services in our nation's metropolitan areas 
today? Is it realistic to expect them to be absorbed by the rest of the health system or funded or 
provided by “volunteers”? NAPH sincerely hopes that the answer to these questions in 1995, as it has 
been in the past, is an emphatic and bipartisan "NO". 

In conclusion, I would like to call your attention to two additional areas of concern to NAPH 
in the current environment; managed care, and the ongoing need for infrastructure development by 
both urban and rural essential providers 

With respect to managed care, NAPH is conc^ed that the headlong rush to enroll millions 
and millions of Medicare and Medicaid recipients in managed care organizations could also be 
detrimental to patients and jeopardize many of the essential community-wide services provided by 
safety net health systems. We are not opposed to the concept of managed care itself Indeed, we agree 
that managed care does have the potential to generate at least some initial savings for payers, and could 
result in improved access for low income and elderly patients to preventive and primary care services. 
The key, however, is to make sure that managed care is done right. It is imperative that sound, 
effective systems and networks are both available and a^xessible to enrollees before leaping into mass 
enrollment. Otherwise, there is a substantial risk that r^pon^ble, well-managed plans and providers 
will not be ready; that marketing, enrollment and discrimination abuses will occur; and that essential 
providers and systems will not be given an opportunity to participate on a level playing field with 
aggressive private organizations, resulting in substantial tfosion of access and services for the millions 
of individuals and hundreds of communities who must continue to rely on these systems. These 
concerns are not abstract -- we have seen them play^ out in states like Tennessee, Florida, Arizona 
and California, and in other areas where premature efforts have been made to push massive numbers of 
people into managed care plans. A number of potential safeguards and solutions were also discussed 
extensively during the health reform d^ate last year, including the unanimous bipartisan vote of this 
subcommittee to include substantial protections for essential community providers. NAPH simply 
suggests that these concerns — and these safeguards — continue to be before you this year as you 
debate the potential broadening of Medicare managed care activities 

Finally, I would like to add a few words about the continuing need for federal support for 
infrastructure development and renovation by essential providers in both urban and rural underserved 
areas. 


Such safety net hospitals face a substantial need for adequate capital to rebuild and equip our 
nation's health infrastructure. A 1993 NAPH study estimated that there are at least SI 5 billion in 
unmet capital needs among these essential urban provides Yet these hospitals also face significant 
barriers in obtaimng access to capital, as well as in their ability to repay incurred debts entirely from 
patient care revenues. In order to meet these n^s, a Federal capital financing initiative is clearly 
needed. For the last three years, NAPH has assisted wth the drafting of a new urban-rural capital 
financing inifiative that was introduced by Representative Pete Stark in the House, and by Senators 
Thomas Daschle, Max Baucus and John Breaux in the Senate. Significant portions of this legislation 
were adopted in both Democratic and Republican versions of health reform legislation last year, 
including parts of the proposal that rely on private marketplace solutions such as loan guarantees to 
make capital available at very little additional cost to the Federal government. We strongly urge your 
continued consideration of these proposals this year. 

1 would be happy to answer any questions you may have at this time. 
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TABLE 3 


Hospital Name 

Uncompensated 

Visits 

Total 

Outpatient/Emer- 
gency Room 
Visits 

Percent of 
Visits 

Uncompen- 

sated 

Harris County Hospital District 


659,112 

66% 

Grady Memorial Hospital 

569,084 

864,733 

66% 

Cook County Hospital 

398,570 

691,465 

58% 

LAC+USC Medical Center 

357,602 

644.453 

55% 

Kings County Hospital 

273,399 

857,878 

32% 

Elmhurst Hospital 

203,957 



Harbor-UCLA Medical Center 

182,704 



Lincoln Medical & Mental 

Health 

176,517 

519,167 

34% 

Univ. of Texas Medical Branch 
Hospital 

171,408 

362,816 

47% 

Denver General Hospital 

150,015 

423,971 

35% 

Bellevue Hospital 

139,490 

458,202 

35% 

Medical Center at New Orleans 

1 17,080 

358,406 

33% 

Kern Medical Center 

30,189 

104,846 

29% 

TOTAL 

3,206,723 

6,736,916 

45% 
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TABLE 4 

Uncompensated Services Provided by Safety Net Hospitals 


• Financial counselors 

• Social workers 

• Discharge planning 

• Additional security for urban providers 

• Translators/imerpreiers 

• Finanang assistance 

• Prison health services 

• Special services for AIDS patients 

• Injury prevention/safety 

• Smoking cessation 

• Substance abuse diagnosis and treatment 

• Nutrition assessment 

• Nutrition counseling 

• Child care for children of patients 

• Transportation services 

• Longer LOS and extra service for inpatients with secondary diagnosis of alcoholism/drug ^use 

• Additional services for cocaine-exposed neonates 

• Screemng/preventative care (e g. for lead paint poisoning, hypeitension, diabetes, vision, hearing) 

• Outreach 

• School-based services 

« Management of patients at risk 

■ Family planning 

• Sex education 

• Sanitation 

• Case management for elderly 

• Geriatric assessment teams 

• Extra services/dental, vision, hearing 

• Caregivers respite and family support 

« Mobile services for homeless, homebound 

• Communication services for patients without phones 

• Patient advocates 

• Legal assistance 

• Chronic disease management for the disabl«l 

• Medicauon management 

• Rehabilitation 

• Assistance obtaining housing 

• Home health care 

• OFD pharmacy services 

• Day care for disabled adults/children 
t Meals (emergency deparunent/home) 

• Special vocational education and rehabilitation 

• Private, negative pressure rooms with appropriate ventilation for TB patients 

■ Trauma, bum care, neonatal intensive care and other teruaiy services on 24-hour standby basis 

• Abused/neglected children services 

• Long-term care for boarder babies 

• Parenting classes 

• Birth centers 

• Coordinated volunteer services 

• Specialized clinics 

• Patient education centers 

• Money management/life skills training 

• Cultural sensitivity training for physicians and other staff 
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Chairman Thomas. Thank you very much, Mr. Gage, for your 
testimony. 

Dr. Ebert. 

STATEMENT OF PAUL A. EBERT, M.D., DIRECTOR, AMERICAN 
COLLEGE OP SURGEONS 

Dr. Ebert. Thank you vepf much, Mr. Chairman. I am Paul A, 
Ebert, director of the American College of Surgeons. Surgeons al- 
ways get invited to these hearings I think because we are one of 
the few groups, I believe, that has actually sustained over the last 
8 years an absolute reduction somewhat in the fees that they have 
been paid under the Medicare program. 

Now, we recognize that if you are going to have to enact further 
massive Medicare cuts, and if they are earmarked for deficit reduc- 
tion rather than some type of alteration or improvement in a pro- 
gram, it is going to have some major effect on the infrastructure 
of the program. 

This morning, I would like to just ad-lib some of this, because 
earlier comments were made that in the fee-for-service programs 
the volume of procedures provided, in general, increased. I wish 
that the people who mentioned that might have separated proce- 
dures from operations, because the college was one of the first 
groups that supported the Medicare volume performance standard. 

We did this on the concept that there probably should be more, 
rather than fewer. Also, if you were going to have the profession 
actively involved in attempts to reduce costs, why the best way to 
do that was to try to get the reasonably sized professional organiza- 
tions to have some impact on their own constituencies, because, as 
all of you know, with over 600,000 doctors in the United States, the 
similarities between surgeons and other individuals practicing 
medicine is not always as close as one might have anticipated. 

Now, I sat in this room and heard that surgeons, since they were 
reduced the most in the OBRA legislation in absolute amounts, 
would be the ones that would increase volume the most, and that 
certainly has not proven to be true as we have come in under our 
MVPS over the last 4 years, at least to some degree. 

I think this has been somewhat surprising to many. But, I just 
say in response to the comments that were made this morning, 
that this is a long-term program. I think the MVPS or expenditure 
target concept, since it does establish some predictability of govern- 
ment spending, is probably one of the few programs that the popu- 
lation of physicians is now finally starting to understand. We cer- 
tainly hear in our own community more and more about it, and I 
think there will be efforts made to improve participation, and this 
should be recognized rather than to going back to a single stand- 
ard, which I don’t think would have the same impact. 

Now, the college has strongly supported freedom of choice for the 
patient, and I think that the Medicare patient deserves the oppor- 
tunity to go where they receive the best care. I also note in re- 
sponse to the comment that was made this morning, and I don’t 
know if we have the data to show it in the Medicare system, that, 
very clearly, if you go into some type of managed cost operation, 
you go in usually at the time you are feeling well, and if you de- 
velop some serious type of illness, then you decide to go to some 



153 


major medical center. Many times these medical centers are associ- 
ated with the managed cost program, many times they are not, but 
the patients then drop out and, in a sense, the government pays 
twice — once for the lesser, higher priced services, and then more for 
the true illness when the patient requires this. 

Now, we made some critical comments in our written testimony 
regarding the administrative components of the Medicare system. 
I would like to at least go on record and say that it is probably by 
far the worst system that is out there, although I think the MTS 
program is in the correct direction. 

The biggest problem that occurs to surgeons has been that you 
get different sets of standards and requirements for admissions to 
hospitals and approval for operations across the country. Reducing 
the total number of carriers and at least the information disburse- 
ment programs that MTS has done so far has certainly decreased 
the amount of correspondence, and the many complaints we have 
had. 

However, any way you look at it, it is still a sixties program and 
there are many areas, especially in utilization review and quality 
assurance, where the college has supported individual doctor 
profiling and the dissemination of other information that could be 
obtained, both to educate and to help reduce costs. We are not at 
the current time, I don’t believe, obtaining the full benefits that we 
might from these capabilities. 

I would just like to conclude on the administrative and regu- 
latory comments again to say, you hear many things and many of 
you ask questions regarding a resource-based relative value scale 
that was created in 1989. I think it is fair to say it is reasonably 
refined at the present time. Mechanisms are in place where adjust- 
ments have been made, and I would say reasonably well. New tech- 
nology and new procedures, new tests and so forth, have mecha- 
nisms through which they can obtain their code and their valu- 
ation. 

As you probably are aware, there are 7,000 surgical codes in the 
RBRVS and in the CPT booklet of the AMA which is used for cod- 
ing. We would hate to see that structure reexamined. Money is 
being spent by HCFA at the present time to reexamine the system 
to see if what was done in 1989 is correct. 

Last year, money was approved to figure out how to look at prac- 
tice cost as another component of the system. I think the college 
would certainly support the concept of establishing a single pay- 
ment level. Use the payment schedule or whatever you wish to call 
it, but let’s quit examining it each day. A doctor in his office doesn’t 
have the foggiest idea that he gets paid for three components of his 
fee. He only understands the amount that comes in. And, con- 
sequently, I don’t know why we spent millions to look at various 
components when, basically speaking, we are buying a single serv- 
ice. 

We thank you very much, Mr. Chairman, for the opportunity to 
comment and we would be glad to work with you if at all possible. 

[The prepared statement follows:] 
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Mr. Chairman and members of the Subcommittee, I am Paul A. Ebert, MD, FACS, 
Director of the American College of Surgeons. On behalf of the more than 60,000 Fellows 
of the College, I am pleased to share our views with you about the Medicare program and 
the budget. 

Budget Reduction and Medicare 

Mr. Chairman, we recognize that your subcommittee and the new Congress face an 
especially difficult task in seeking to balance the health care needs of older Americans with 
the enormous pressures confronting you to constrain the ever-increasing growth of the 
federal budget. We realize that all citizens will be called upon to make some further 
sacrifices if any efforts to deal with the deficit problem are to succeed. But, we also hope 
that you will proceed with your review of the program in a most deliberate manner so that 
the public will fully understand the implications that any budget reduction plan may hold 
for the Medicare program and its beneficiaries. 

On several occasions during the last two years, we appeared before this subcommittee 
to express our concerns about President Clinton's health system reform plan, which would 
have been financed largely by massive cuts in the Medicare program. We still believe that 
dramatic Medicare cuts of the magnitude proposed by the Administration-consisting almost 
entirely of major payment reductions to those who now provide services to beneficiaries- 
would seriously undermine continued support for the program. In particular, the disparity 
in payment levels for surgical services provided to Medicare patients compared with private 
plans in some parts of the country has widened dramatically in recent years. This is because 
in several previous budget bills. Congress has already made very significant and, in many 
instances, absolute payment reductions for the surgical services needed by older Americans. 
These are real payment reductions for many operations, not just reductions in the rate of 
increase in the fees for those services. We believe that further massive Medicare cuts- 
especially if they are earmarked for deficit reduction rather than health reform-caimot be 
realistically achieved without potential disruption to the infrastructure that now serves the 
health care needs of millions of older and disabled Americans. 

Balanced Approach of Incentives for Providers and Beneficiaries 

In addition to our concerns about the magnitude of possible Medicare budget cuts, 
we are concerned about the underlying design of any budget control plan. The College 
believes that cost control under Medicare or any other federal program should, insofar as 
possible, rely on incentives rather than on heavy-handed or formula-driven approaches that 
simply seek to "ratchet down” payment rates in arbitrary ways. Such incentives should 
include both performance-based methods and marketplace pressures to make both patients 
and providers more aware of the costs of medical care. The American College of Surgeons, 
as you know, has long been a supporter of policy devices like expenditure targets (in the 
form of Medicare volume performance standards) that provide incentives to meet spending 
targets for surgical and other physicians' services. These targets also involve physicians and 
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physicians' organizations in helping to address growth in the cost and volume of services 
provided to Medicare patients. 

We think Congress may want to consider expanding the concept of expenditure 
targets beyond Medicare physicians' services and applying it to other service categories. 
Such performance-based approaches are consistent with the notion of using incentives to 
involve service providers in addressing volume-related issues. Moreover, expenditure targets 
are explicit, are set in advance, and are clear for all to see before they are applied. This 
means that Medicare beneficiaries, health care providers, and policymakers would all know 
'^lp front" the reasonable level of federal funding needed to address the health care 
requirements of older and disabled Americans covered by the program. 

Devices like expenditure targets make it possible for the government to establish 
some predictability to spending increases, while transferring the risk for failing to meet 
reasonable spending goals to those who influence the volume of health services actually 
provided. Surgeons in the U.S. who treat Medicare patients have eonsistently met these 
goals by keeping spending for their services under Medicare's annual targets. 

But, expenditure targets are also important for another reason-namely, they can be 
used to address spending issues while still preserving beneficiary choice of physician, 
hospital, or other suppliers of services. We believe that the issue of patient choice is 
especialiy important for many Medicare patients. The College supports the continuing 
ability of individuals and families, including the elderly, to meet their health care needs 
through a variety of arrangements. Indeed, we would be very concerned if Congress 
proposed to redesign Medicare so that beneficiary choice of health plans is limited to only 
one kind of arrangemenL Today, Medicare patients can choose the traditional program, 
which fully guarantees patient choice of pl^ician, or they may enroll in a Medicare 
managed care plan if one is offered in their area. Perhaps Congress should consider new 
ways to broaden the choice of Medicare plans available in different parts of the country, but 
the final decision about which plan is best for older Americans should be left up to them. 

BeneOt Design Changes 

Part of your efforts to examine Medicare should include a reexamination of the 
beneficiaries' responsibilities relating to the overall costs of the program. For example, 
beneficiaries pay only about one-quarter of the premium costs of the Supplemental Medical 
Insurance (SMI), or Part B, portion of Medicare; the balance is financed from general 
revenues. However, these subsidies, which are paid directly from the treasury, are provided 
on behalf of all enrollees 65 years of age and over without regard to their income or their 
ability to pay. It seems odd that some of the wealthiest people in America, who are covered 
by the program, are not asked to pay something more toward the costs of supplemental 
coverage, or at least to have some or all of the government's currently tax-free contribution 
counted as income to them. 

Home health and skilled nursing facility services are among the fastest growing 
service sectors in the Medicare program. Currently, copayments are not required from 
enrollees for home health benefits, while copayments for skilled nursing facility services are 
required from enrollees for each day after the first 20 days of care. In 1994, the 
Congressional Budget Office (CBO) described a number of options for reducing the deficit, 
including a proposal to require patient coinsurance payments equal to 20 percent of the 
projected average cost for each home health visit and each skilled nursing facility day. CBO 
also noted that Medicare currently pays 100 percent of an approved fee schedule for clinical 
laboratory services-another rapidly growing part of Medicare. Beneficiaries currently pay 
a coinsuranee of 20 percent for most Part B services, and a coinsurance did apply to 
laboratory services before July 1984. Establishing coinsurance requirements for home health 
benefits and for clinical lab services may be in order and, according to CBO, could yield 
appreciable savings for the program. 

The Part B deductible is fixed by current law at 5100 per year. This deductible is the 
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amount of expenses for covered Part B services that beneficiaries must incur aimually before 
SMI benefits are paid. Unlike the hospital insurance, or Part A, deductible, the Part B 
deductible is not 'indexed' or adjusted annuall y to reflect changes in the costs of covered 
services. Indeed, the Part B deductible was last adjusted by Congress in 1991, when it was 
raised from $75 to $100. Perhaps Congress should adjust the Part B deductible upward 
beginning in 1996, or else adopt some sort of scheduled adjustment for future years that will 
set the amoimt more closely in line with increases in the costs of Part B services. 

Administrative and Regnlatoiy Changes 

Congress should consider ways to improve the administration of the Medicare 
program and take other steps to reduce regulatory burdens that impose unnecessary costs 
on taxpayers, and to reduce paperwork and other administrative burdens on patients and 
providers of health care. For example, the present system used 1^ Medicare to a dminis ter 
the program is nearly 30 years old, and still consists of an archaic, inefficient, and 
fragmented system of contractors that perform claims administration and other functions. 
While Medicare program managers have initiated a number of steps to enhance the 
efficiency of some aspects of the program, such as implementing the so-called Medicare 
Transaction System (MTS), Congress should explore other steps to streamline the 
administration of the program. Substantial improvements in data processing and 
information technologies should make it possible to update an administrative system 
developed for the marketplace of the 1960s by applying 1995 management techniques. 

Finally, the regulatory framework of the Medieare program should be thoroughly 
reexamined and overhauled. Over the years. Medicare has developed increrlibly complex 
administered pricing schemes for determining payment amounts for serviees covered by the 
program. More recently, the government has spent millions upon millions of dollars 
conducting studies, holding meetings, and issuing lengthy proposed and final rules to develop 
three separate components to payments for the more than 7,000 individual surgical, medical, 
and diagnostic services that r^e up the Medicare fee schedule. Now, the government is 
going to start this process all over again to make sure its previous regulatory scheme is 'up- 
to-date.' 

Last year. Congress ordered Medicare to spend even more money to try to determine 
the precise relative values that should be recognized under the fee schedule as the overhead 
(or practice expense) component for each and every physician service. This means yet 
further micro-management of an already overly-cumbersome approach to setting national 
Medicare prices. No pretense is made that this change will save any money; in fact, the law 
specifies that budget neutrality should be observed in implementing the proposal. Certainly, 
we believe there are some less intrusive, less complicated, less disruptive, and, most 
assuredly, less costly ways to determine what Medicare will pay for physicians’ services. 

'Thank you again, Mr. Chairman, for this opportunity to express our views. I would 
be happy to answer any questions that you or the other members of the subcommittee may 
have. 
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Chairman Thomas. Thank you very much. Doctor, for your testi- 
mony. 

Mr. Christensen, you may inquire. 

Mr. Christensen. Dr. Ebert, you mentioned the Medicare vol- 
ume performance standard and the fact that surgeons seem to have 
done better than the other physicians in hitting those targets. 

What differences are there and why haven’t other physicians 
done as well as the surgeons? Do you have any input on that? 

Dr. Ebert. Well, I think we took it somewhat as an insult to our 
integrity when individuals said we would increase service volume 
just because our payment amounts were decreased. We worked 
very closely with the various surgical specialty societies and put 
out a fair amount of publicity, meetings and so forth, and said that, 
basically, operations ought to be recommended based on the indica- 
tions that you normally learned. 

I think most people did not think that an expenditure target or 
MVPS program would go throuA. We were imder the belief that 
you could never have an RBRVS without an MVPS or something 
to control volume. I still hear the volume issue being discussed 
here this morning, and for almost every type of service we are see- 
ing increases. I think other groups are getting more active in it 
now and more concerned about it. That is why I say that I think 
this is a long-term program, and that it may need to be broken 
down even into smaller numbers. 

Mr. Christensen. Dr. Lewers, I wanted to ask you, could you 
discuss in greater detail the regulatory and administrative burdens 
that you and other doctors face under the existing program? Also, 
could you expand on how some of those regulations could be 
streamlined and made more consumer friendly. 

Dr. Lewers. Two most onerous and regulatory changes that have 
occurred in a physician’s office are those that have been brought 
about by CLIA, the Clinical Lab Improvement Act, and also the 
issue of the OSHA regulations. In my office alone, when those two 
came into being, the cost of implementation, the cost of running my 
office with two physicians went to close to $ 10,000; simply the cost 
of changing and buying all equipment and things of this nature. 

The documentation that is necessary in these areas is very oner- 
ous. It is not to say that some of the study and some of the mate- 
rial that they have brought forth is not needed. It is. But not to 
the degree that it has been brought forth. We could provide you 
more information on that if you would like. 

The issue of paperwork is simply the issue of having to sit down 
and get preclearance on issues and things of this nature. It is now 
estimated that physicians spend 25 percent of their time doing pa- 
perwork in relation to their practice, time that we could be utiliz- 
ing serving our patients. 

In brief, these are two major areas. The issue of OSHA and CLIA 
are very burdensome on the back of physicians, and we would love 
to see some changes occur. 

Mr. Christensen. Well, I know that I concur in that sentiment. 
I wanted to just briefly touch on Mr. Gage’s testimony. My eyes 
aren’t very good, but I could see a couple of things on the fourth 
chart that was up there earlier. Mr. Gage, with ml due respect, I 
am glad that we are not fimding cultural sensitivity and money 
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management training at the public hospitals, because I don’t be- 
lieve that is the role of the Federal Government to be funding those 
kinds of programs. 

Mr. Gage. May I respond? 

Mr. Christensen. Yes, you may. 

Mr. Gage. I think that in a general sense, I might agree with 
you in the abstract about simply going out into the world and fund- 
ing services like this. 

The problem is, when you are in a public hospital in an inner 
city, you are often faced with a real, live patient who may have no 
home to go to, who may have inadequate coping skills to be able 
to even begin to address the way to get a prescription filled, or to 
have access to adequate nutrition, or to be able to find someone 
who speaks that person’s language to help care for him outside the 
hospital. Some of our hospitals have translators in 17 and 18 dif- 
ferent languages. You are pretty much required to provide those 
services before you send that patient back out into the streets 
whether or not anyone is paying for them. It is not as if the hos- 
pitals have asked for this role. They are now performing this role. 

This patient — if he doesn’t get or she doesn’t get these services 
from this institution — is going to need to find these services some- 
where. When you just read them up on a board like that, they may 
sound as if perhaps they are unnecessary in general or inappropri- 
ate for the health system, but I can assure you when you are sit- 
ting there with 20 or 30 people in the room waiting to be dis- 
charged after being treated for often very, very serious illnesses, 
you are trying to find ways to help them survive and not become 
a further economic burden on the health care system. 

Mr. Christensen. Well, I think your testimony goes to the point 
that this committee and the Congress as a whole are trying to to- 
tally transform the welfare system. One of the items that you have 
outlined on the chart goes to a bi^er picture that I think this com- 
mittee has been challenged with in terms of transforming and 
changing the welfare state into an opportunity state. 

Thank you, Mr. Chairman. 

Chairman Thomas. I thank the gentleman. 

Mr. Gage, continuing in the discussion on the charts, on the first 
chart, you had a categoty which was self or other funded at 33 per- 
cent, I recall, and Medicare was 16 percent. Medicaid was 39 per- 
cent. What is included in the other portion of the 33 percent? I im- 
derstand the self, and I guess I would ask you what portion of the 
33 is self and what is other, and what portion that would be? 

Mr. Gage. Well, other is actually a relatively small proportion, 
but, for example, there are certain other sources of funding. For ex- 
ample, some is provided through their States as federally qualified 
health centers, which many of our hospitals actually have or have 
that designation. 

Chairman Thomas. I was wondering if any of that was State or 
local funding that came in under the other. 

Mr. Gage. Yes, that chart showed gross revenues as “self or 
other.” A self-funded patient whose services are provided by a pub- 
lic hospital has to be paid for in some fashion. If you looked at net 
receipts, for example. Medicare goes from 16 percent to close to 20 
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percent because Medicare is getting some of that cost shifted to 
them. 

Similarly, Medicaid pays some of these costs, particularly in 
those States that have used disproportionate share funding, but 
the bulk of the 33 percent would actually be funded by direct State 
or local subsidies, by counties. 

Chairman Thomas. OK So government at the State and local 
level would be funding it, because I noticed that vou included my 
county hospital operation and although the numners didn’t meet 
the volume in the urban areas, I thought it was also interesting 
that your top hospital had, I believe, a 66-percent uncompensated 
care figure whereas for Kem County Medical Center it was 29- 
percent uncompensated. I would ask you, does uncompensated 
mean unfunded? 

Mr. Gage. Uncompensated means that that patient didn’t have 
a third-party payer, didn’t have Medicaid, didn’t have Medicare, 
and that the funding had to come from some other source, but 
clearly there is no su^ thing as a free lunch. 

Funding was necessary and it is this patchwork combination of 
cost shifting from Medicare and Medicaid, as well as direct — in the 
case of Canfomia, county subsidies, or State subsidies that have 
come about as a result of proposition 13. 

Chairman 'Thomas. So what you saw, for example, in Kem Coun- 
ty Medical Center with a 29-percent uncompensated 

Mr. Gage. Yes. 

Chairman Thomas [continuing]. You get probably more local 
moneys, county or State moneys into that formula than the 66-per- 
cent uncompensated. 

Mr. Gage. Probably in California, counties would be paying for 
a higher proportion of the 29 percent than at a hospital which had 
66-percent unfunded. 

Chsiirman Thomas. No, not unfunded, uncompensated. I thought 
we established that unfunded was not the same as uncompensated. 

Mr. Gage. Right. 

Chairman Thomas. So there is money going into the program. It 
is just that you don’t identify it from those particular sources. 
Would this be general funding for the operation of the hospital, al- 
locations from a funding source without tying it to the individual 
patient? 

Mr. Gage. That is right. It would be local property taxes, for ex- 
ample. The 66 percent I think was the Harris County Hospital Dis- 
trict, which is in Houston, and they raise direct local property taxes 
to pay for the needed subsidy. 

Chairman Thomas. OK I just want to establish that uncompen- 
sated doesn’t mean that people haven’t figured out a way to pay 
for it. That is a larger question that we have to deal with. 

In terms of the AMA and the College of Surgeons, you under- 
stand the schizophrenia we are in in terms of trying to create a for- 
mula for paying under the old, as you indicated. Dr. Ebert, fee-for- 
service structure where we are still looking at ways in which we 
can make changes to deal with the changes that have occurred in 
the private sector. What we will be asking of you folk, is all of the 
help that we can get from you in terms of simplifying models that 
we use to emulate or try to reflect the private sector without a high 
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degree of complexity which eats up costs, but which gives us a rel- 
ative reflection on what is going on out there with the understand- 
ing that we are going to pass through that process hopefully within 
a 3- to 5-year period. 

And it is extremely frustrating in dealing with the structure 
which needs to change fundamentally, but which also has to 
change incrementally. Dr. Lewers, I don’t know if you referred to 
it. I went through your written testimony in general in terms of the 
specifics we are looking at, but in terms of outcomes, some of the 
research that is going on now, are you folks looking at this area, 
one, in terms of a clear maximization of resources that you have 
available? Are you focusing on this at all in any area to assist in 
the question of fraud and abuse? Is that an area that we can utilize 
these outcomes and tests? 

Dr. Lewers. Yes, outcomes certainly is a very broad term and, 
yes, we are focusing on it in all areas, other than just fraud and 
abuse. Basically, the AMA has a zero tolerance for fraud and 
abuse. We have been working with the Inspector General. We have 
been working with Justice on this, and we hope to continue; it is 
a very active part of our program and one that we will continue 
to work with. 

The whole process of outcomes, of practice parameters, are areas 
that we certainly need to concentrate on. We have one section of 
our staff that is working completely in that area. We are con- 
centrating on this and I think you will see some reports coming 
from us on those areas. 

Chairman Thomas. Thank you very much. 

Dr. Ebert, I agree that the cynicism in the last round of structur- 
ing for surgeons in terms of assuming that you would make up in 
volume what you weren’t going to get in each procedure was not 
properly founded, and I am pleased to know that you astounded 
the experts by not carrying out their preconceived notions for be- 
havior. 

Having said that, it still doesn’t mean that the system was nec- 
essarily right to begin with and that perhaps the targets that were 
anticipated were not as realistic as they should have been. So with- 
in the questionable realisticness of the structure, I still want to 
compliment you folks for not living up to the behavior that a lot 
of folks thought you were going to. But we have got to get the 
structure right. I want to t^nk the panel \ery much for its testi- 
mony. I would ask panel number four to come forward. 

As we welcome our last panel today, I would say that all of the 
panelists’ written testimony will be made a part of the record with- 
out objection, and would ask that you proceed in whichever fashion 
you wish for your 5 minutes, and this panel consists of Richard 
Doherty, National Association for Medical Equipment Services; Dr. 
David Sundwall, president of the American Clinical Laboratory As- 
sociation; Dr. Paul Willging, executive vice president, American 
Health Care Association; Maiy Suther, president of the Visiting 
Nurse Association of Texas; and Eugene Lehrmann, president of 
the American Association of Retired Persons. I guess we should go 
with beauty before age, Mr. Lehrmann, so we will start with Mr. 
Doherty, if you will begin, you have 5 minutes. 
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STATEMENT OF RICHARD DOHERTY, PRESIDENT, 

COMPREHENSIVE HOME HEALTH CO., BOSTON, MASS.; ON 

BEHALF OF THE NATIONAL ASSOCIATION FOR MEDICAL 

EQUIPMENT SERVICES AND THE HEALTH INDUSTRY 

MANUFACTURERS ASSOCIATION 

Mr, Doherty. Thank you, Mr. Chairman. Good morning, Mr. 
Chairman, members of the committee, my name is Rick Doherty, 
and I am pleased to be here on behalf of the National Association 
for Medical Equipment Services, NAMES. I am the president of 
Comprehensive Home Health Co., a provider of home health equip- 
ment in eastern Massachusetts. The testimony I am giving today 
was done in collaboration with HIMA, the Health Industry Manu- 
facturers Association. 

We are pleased to have the opportunity to address the committee 
on the issue of growth in Medicare expenditures. However, I would 
like to take a moment to address the issue of fraud and abuse, 
since the hearing has dealt with that to such a degree. 

Mr. Chairman, you said that there are people who game the sys- 
tem and you are absolutely correct. The people that game the sys- 
tem, I would like to point out, however, primarily are people that 
are on the fringe of the industry, they are not what we consider 
legitimate providers. They are people that jump in and out and get 
provider numbers, usually focusing around one or two products and 
services. They make a lot of money and they are gone again. 

We, the legitimate industry, have been advocating and will con- 
tinue to advocate that there be restrictions placed on the front end 
preventing people from getting into the system in the first place. 
We advocate for certification, standardization, even licensure, po- 
tentially including onsite inspections of providers to ensure that 
they are legitimate. We think that although these are not the only 
steps necessary to curb fraud and abuse, they would go a long way 
to get the unethical providers out of the industry. 

We were asked by this committee to provide you with solutions 
to the problem with the growth in Medicare. We agree that there 
has been growth in Medicare expenditures for home medical care 
equipment services. However, we submit that this is not the prob- 
lem, but a solution in its own. 

First, it is important to state the total Medicare outlays for home 
medical equipment are a combination of the cost of equipment serv- 
ices and the rate of utilization. 

Second, the trend in the per-imit cost for home medical equip- 
ment services has been steadily downward for the past decade, 
even though Medicare expenditures have gone up, which is directly 
a function of utilization. 

Third, many people have a misunderstanding of our industry and 
the vital cost-effective role that we cam play in helping to deliver 
greater value to the Medicare proCTam. 

There are a number of factors that have contributed to the recent 
^owth of home care and specifically home medical equipment serv- 
ices. First, our Nation’s elderly population is increasing rapidly 
from 30.5 million Americans in 1984 over 65 to 37 million Ameri- 
cans this year, a 25-percent increase. Even more significant is the 
fact that the fastest growing segment of our population is a group 
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of Medicare-eligible citizens over the age of 80, because this is the 
group that uses the most home medical equipment services. 

Technology previously limited to use in institutions is now being 
used more readily in the home. It is not necessarily new tech- 
nology. It is just that the technology is now being used at a less 
expensive, more effective means in many cases in the home. 

While traditional postacute capability remains in place and avail- 
able, an increasing array of new home care services and equipment 
is available for postacute and chronic patients who in prior years 
have required more costly hospitalization. 

A 1991 Lewin ICF study examined reimbursement charges for 
home medical equipment and concluded that while total outlays 
had increased as a result of demographic changes, the reimburse- 
ment per item had decreased as a result of the implementation of 
the congressionally mandated six point plan in 1989. 

The Lewin study further compared the cost of home care using 
home medical equipment versus hospital care for three diagnoses, 
hip fractures, amyotrophic lateral sclerosis with pneumonia, more 
commonly known as Lou Gehrig’s disease, and chronic obstructive 
pulmonary disease. We found that home care using home medical 
equipment resulted in cost savings of between $300 and $2,300 per 
patient per episode. When multiplied by the prevalence of each ill- 
ness, the potential annual savings per year was estimated at $575 
million for hip fractures alone. 

Again, I submit to you that the growth in Medicare expenditures 
for home care services is our solution and not the problem, and 
that that care can save our Nation’s health financing system mil- 
lions of dollars. 

The industry recognizes the legitimate interest Congress has in 
carefully examining all Medicare benefits to ensure that the use of 
trust fund and taxpayer moneys is as economical and efficient as 
possible, consistent with the delivery of high-quality services to 
beneficiaries. 

However, despite the critical role which home care plays, home 
medical equipment continues to be the recipient of budgetary re- 
ductions to such a severe level that it creates concern that the ulti- 
mate effect may be well the dismantling of the entire home medical 
equipment service industry as we know it. 

We must also keep in mind that the home medical equipment 
outlays represent only approximately 2 percent of the Medicare ex- 
penditures. The solution is simple. The growth in home care ex- 
penditures is saving American people money. We want to work 
with you to assure that patients’ needs are met in the most effi- 
cient way possible. 

In an era of increasing cost consciousness and concern about the 
long-term care of our Nation’s elderly and people with disabilities, 
it makes good policy sense to preserve and foster the very benefit 
that provides home care services in a cost-effective and compas- 
sionate fashion. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Mr. Chair and Members of the Committee, my name is Rick Doherty. My company. Comprehensive 
Home Health Company, serves individuals residing in the metropolitan Boston Area. I have 1 5 ye^rs 
experience as a provider of home medical equipment (HME) services. Currently, I also serve on the Board 
of Directors and am a former Chair of the National Association for Medical Equipment Services (NAMES). 

[ am pleased to appear before you today to testify on behalf of HME providers across the country and to 
address this Comminee on the issue of the growth in Medicare expenditures. The testimony I am presenting 
today was prepared in collaboration with the Health Industry Manufacturers Association (HIMA). 

NAMES members comprise over 2,000 HME companies which provide quality, cost-effective HME 
services and rehabilitation/assistive technology to patients in their homes. According to physician 
prescription, HME providers furnish an extremely wide array of HME and related services to patients in 
their home, ranging from more “traditional" HME items such as standard wheelchairs and hospital beds, to 
highly advanced services such as oxygen, nutrition, and intravenous antibiotic therapies; apnea monitors and 
ventilators, and specialized rehabilitation equipment customized for the unique needs of people with 
disabilities. Many of these patients are Medicare beneficiaries. 

The Health Industry Manufacturers Association (HIMA) is a Washington, D.C. -based national trade 
association representing more than 700 manufacturers of medical devices, diagnostic products and health 
information systems. Approximately one-quarter of HIMA member companies have annual sales of less than 
$2 million. HIMA’s members manufacture more than 90 percent of the nearly $40 billion of health care 
technology products purchased annually in the United Stales. 

Mr. Chair, Members of the Subcommittee, we are all here today to examine the problems with growth 
in Medicare expenditures. We were asked by this Committee to provide you with solutions to this problem. 
We agree that there has been growth in Medicare expenditures for home care services. However, we submit 
that this is not the problem, but a solution in its own. 

As the Committee begins its examination of areas of significant growth in Medicare costs, we urge you 
to explore the important role which home care has played in helping to reduce costs and to provide quality 
cost-effective care to millions of Medicare patients. 

First, it is important to restate that total Medicare outlays for home care are a combination of the cost of 
equipment services and the rate of utilization. 

Second, the trend in the per unit cost for HME services has been steadily downward for the past decade, 
even though Medicare expenditures have gone up, which is directly a function of utilization. 

Third, many people have a misunderstanding of our industry and the vital, cost-effective role that we 
can play in helping to deliver greater value to the Medicare program. 

The growth in the Medicare program and the number of citizens eligible for Medicare presents a 
challenge for the government and for all Americans. The HME services industry has and will continue to 
play a vital role in the delivery of cost-effective quality care to Medicare beneficiaries. 
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Medicare Outlays 

There are a number of factors that have contributed to the growth in recent years of home care and 
specifically HMEservices. 

First, our nation’s elderly population is increasing rapidly. In 1 984, there w'ere 30.5 million Americans 
over the age of 65 who were eligible for Medicare benefits. Medicare actuaries project that the number will 
grow this year to 37 million Americans, a 25% increase. Even more significant is the fact that the fastest 
growing segment of our population is the group of Medicare eligible citizens over the age of 80, because it 
is this group that has even more critical need forborne medical care. The growth in the Medicare eligible 
population over the past decade provides a factual history to support the Lewin ICF prediction. 

Technological advances also are making possible high levels of quality care in the home that, in prior 
years, was available only in institutions. As patients' needs have evolved, so too has home care technology. 
While traditional post-acute capability remains in place and available, an increasing array of new home care 
services and equipment is available to post-acute and chronic patients who, in prior years, would have 
required hospitalization. 

The 1 990 Green Book, published by the House Ways and Means Committee, projected that the baseline 
for HME services would be equal to $3.3 billion in 1995. However, the 1 993 Green Book baseline 
projection for HME expenditures for 1995 has been decreased to $2.7 billion. Coupled with the fact that the 
growth in the number of disabled and elderly Medicare beneficiaries for Part B services increased by more 
than 1 4% over this same three year period, it would appear that our services are not growing fast enough to 
meet the growing number of beneficiaries. Actually, we would argue that the growth in expenditures has 
fallen behind the growth in Medicare beneficiaries. 

Utilization 

Currently, there are approximately 5.000 to 8,000 HME providers, about 1 1 ,000 home health agencies 
and some 1,200 freestanding hospices providing home care services to millions of Americans. Home care 
services come in many forms, from lifesaving equipment to specialized nursing care and financial 
management assistance for patients and their families. Provision of these services often can be more cost- 
effective than certain institutional care, while maintaining as high a level of quality of care as hospitals, 
nursing homes and other facilities. 

A 1 99 1 Lewin ICF study examined reimbursement charges for HME services and concluded that while 
total HME outlays had increased as a result of demographic changes, the reimbursement per HME items 
had decreased as a result of the implementation of the Congressionally-mandated Six-Point Plan 
implemented in 1989. 

The Lewin study further compared the costs of home care using HME versus hospital care for three 
diagnoses: hip fractures, amyotrophic lateral sclerosis (ALS) with pneumonia, and chronic obstructive 
pulmonary disease (COPD). The study found that home care using HME resulted in cost savings of between 
$300 and $2,300 per patient episode. When multiplied by the prevalence of each illness, the potential annual 
savings per year was estimated at $575 million for hip fractures alone. 

Recent studies also have found that a large majority of Americans believe that receiving treatment in the 
comfort of their own home when recuperating from an illness or injury would be vastly preferable to some 
form of institutional care. A 1991 American Association of Retired Persons (AARP) study found that nearly 
3 out of 4 older Americans would rather provide care for a disabled, frail or elderly relative or friend at 
home, rather than have to admit that person to a nursing home. NAMES 1 99 1 “Coming Home” study 
revealed identical results. 

While total outlays for HME services have grown with the increase in the number of beneficiaries that 
are being cared for, the reimbursement amounts for these services have shrunk in recent years. Let me 
review briefly some of the history of Medicare reimbursement for HME services so that the Committee can 
appreciate the magnitude and frequency of the changes. In the past 5 years the HME services industry alone 
has been subject to extensive Medicare reductions including: $180 million in OBRA '89; $2 1 5 million in 
OBRA ’90; and $950 million over 5 years in OBRA ’93. Thc^ figures are significant when combined with 
the fact that HME outlays represent approximately only 2 percent of the total Medicare program 
expenditures and represent more than 3 times the industry’s proportional share of reductions. Other 
reduction in the past decade include: 

• 1 985 Least Costly Systems Initiatives; 

• 1 986 Inflation Index Charges/Freeze; 

• 1986 Concentrator Equivalency Limits/Freeze; 

• 1986-1988 Gramm-Rudman-HoIlingsCuts; 

• 1987 Lowest Charge Lcvels/Concentrator; 

■ 1 987 OBRA ’87 mandated the establishment of fee schedules; 

• 1988 Inherent Reasonableness/Freeze; 

• 1989 OBRA ’89 eliminated inflation u|xiates for DME, reduced payments for seat-lift 

chairs and TENS by 15%, and directed that motorized wheelchairs be treated as 
routinely purchased items; 
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• 1980 

• 1989 

• 1986-1990 

• 1990 


• 1991-1993 


Six-Point Plan; 

PRN Cuts; 

Freezes; 

OBRA ’90 established ceiling and floors to the HME fee schedules to make payments 
more uniform, prohibited suppliers from distributing completed or partially 
completed CMNs; and 
CPI Cuts. 


Cost Effectiveness 

It is important to look at the costs associated with home care support for Medicare, but these statistics 
fail to tell the most important story about how home medical equipment providers are daily meeting the 
needs of Medicare patients throughout the country, and at the same time striving to find the most cost- 
effective methods of delivering care. 

For example, two years ago a major health care clinic in the Midwest began a study of Medicare patients 
who had undergone hip replacement surgery to determine how they might reduce the overall cost of therapy 
and recovery from this procedure. An initial review of the records of patients over several years disclosed 
that the average hospital stay following the operation was 1 1 days, at a cost of more than a thousand dollars 
a day. Within a year, the health care clinic instituted a new program of aggressive therapy combined with an 
early patient discharge that had reduced the hospital stay to S days at a significant cost savings to Medicare 
and to the patient or the patient’s insurance carrier. 

The 1 993 Los Angeles earthquake offers another dramatic illustration of the critical role that an HME 
services provider may be called upon to perform in an emergency. The shock of the quake disrupted 
electrical power and telephone service throughout the region. Within three hours, the locations of every 
patient whose medical care might have been disrupted were revealed, and vehicles with technicians and 
respiratory therapists were dispersed to deliver back-up equipment, oxygen and related supplies which 
helped keep the patients in their homes and out of hospital emergency rooms. This is just one example in 
many recent disaster stories like the recent earthquake in Japan, the Florida hurricane a few years ago and 
the flooding last year in the Midwest where HME suppliers went beyond the call of duly to ensure that their 
patients were spared physical, emotional and monetary harm. 

Fraud and Abuse 

The HME service industry lakes seriously its mission to promote access to quality home medical 
equipment (HME) services and rehab/assistive technology and has devoted significant resources for several 
years to combat fraud and abuse. From the first public allegations of abusive business practices in the HME 
services industry, the industry has worked assiduously with the Administration and Congress to help 
eliminate the few unethical suppliers who damage the reputation of an otherwise upstanding industry which 
helps make “homecomings” possible. 

NAMES most visible legislative effort consisted of working during the 1 02nd Congress with Rep. Ben 
Cardin (D-MD), who introduced H.R. 2534, the “Ethics and Treatment of Home Medical Equipment Act of 
1991. ’’This legislation, which was co-sponsored by 112 Members of Congress, remains the most far- 
reaching of all subsequent HME bills introduced in Congress to dale. Many provisions and concepts in H.R. 
2534 were incorporated into legislation that passed the 102nd Congress in 1992, but were vetoed by 
President Bush, in the 1 03rd Congress, NAMES help Congress enact legislation, the Social Security Act 
Amendments of 1994, into law (H.R. 5252 & S. 1668) that incorporates many of the ethics provisions 
contained in H.R. 2534. 

The HME services industry also worked very closely with the Health Care Financing Administration 
(HCFA) on its decision to establish four durable medical equipment regional carriers (DMERCs) that now 
process Medicare DME, prosthetics, orthotics and supplies (DMEPOS) claims exclusively. The four 
DMERCs were established primarily by HCFA to reduce fraud and abuse in the HME services industry. 

NAMES has advocated for years that there must be stronger accreditation, certification and licensure 
requirements, potentially including on-site inspections. Despite the work of NAMES and HME suppliers to 
create a higher level of service for individuals in need of care, formal Medicare certification standards for 
the provision of HME services still do not exist today. HCFA has no detailed specific requirements for 
beneficiaries receiving HME services. There are no provisions regarding type or frequency of services that 
should be rendered, record-keeping practices, emergency care, patient education, home safely assessments 
or infection control practices. We urge this Committee to work with the HME services industry to create 
minimum industry standards and require accountability measures in order to obtain a supplier number from 
HCFA. 


Solution 

Again, 1 submit to you that the growth in Medicare expenditures for home care services is our solution 
and not the problem. The HME marketplace today reflects the growing number of patients as well as their 
needs and expectations for quality services, 1 lomc care using HME services and rchabiliialion/assistive 
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technology can ensure the continued provision of high quality health care in a setting that the vast majority 
of patients and their families prefer. And, that care can save our nation’s health financing system millions of 
dollars. 

NAMES and HIMA recognize the legitimate interest Congress has in carefully examining all Medicare 
benefits to ensure that the use of trust fund and taxpayer monies is as economical and efficient as possible 
consistent with the delivery of high quality services to beneficiaries. Both organizations are prepared to 
work with Congress to assure that patient needs are met in the most efficient way possible. 

However, despite the critical role which home care plays in allowing people to be discharged sooner 
from an institution and permitting people with disabilities to lead productive lives away from an institution, 
HME continues to be the recipient of budgetary reductions to such a severe level that I am concerned the 
ultimate effect may well be the dismantling of the entire HME services industry. 

The solution is simple. There is a growth in home care expenditures and yet these expenditures are still 
saving the American people money. We must focus on consumers and ensure that beneficiaries are receiving 
quality care and the services they deserve. The HME services industry wants and needs minimum service 
standards and accountability measures. We want to work with all of you. In an era of increasing cost 
consciousness and concern about the long-term care of our nation’s elderly and people with disabilities, it 
makes plain policy sense to preserve and foster the very benefit that provides home care services in the most 
cost-effective and yet compassionate fashion. 

Thank you. 
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Chairman Thomas. Thank you very much, Mr. Doherty. 

Dr. Sundwall. 

STATEMENT OF DAVID N. SUNDWALL, MJl., PRESIDENT, 
AMERICAN CLINICAL LABORATORY ASSOCIATION 

Dr. Sundwall. Thank you. My name is David Sundwall and I 
am president of the ACLA, the American Clinical Laboratory Asso- 
ciation, and I am very pleased to be able to testify before you today. 
I will keep my remarks brief and submit our written comments for 
the record. 

I W8int you to know I am a practicing physician, and have been 
for over 20 years. I see patients every week, and I know on a first- 
hand basis how absolutely essential laboratory work is in order to 
take care of patients well. I also understand, representing ACLA, 
the challenge you have before you and the importance of this hear- 



appropriately and in the most cost-efficient manner. 

TTiis afternoon I am just going to make five brief points. First of 
all about reimbursement, as all others have testified today, I can’t 
resist telling you that laboratories really are currently in the midst 
of a 3-year reduction in their reimbursement, thanks to OBRA 
1993. These provisions amounted to a cut of about $3.3 billion over 
5 years, a reduction of about 14 percent. I also want to point out 
that unlike some of the other providers that have referred to reduc- 
tions in their future rate of increases, the cuts I am talking about 
constitute actual reductions in the amounts received by our labs. 

Second, ACLA believes that one of the most important ways to 
ensure appropriate utilization of laboratory services is by working 
closely with physicieins. Doctors, after all, are the only ones who 
can order tests. To ensure that they understand the tests they are 
ordering and the impact of their decisions, ACLA is working to help 
them understand the costs to the Medicare program of the tests 
they are ordering. 

We also believe that the development of clinical practice guide- 
lines will promote proper use of clinical laboratory testing. We en- 
courage Congress to continue their support for the Agency of 
Health Care Policy and Research in the Public Health Service and 
their development of clinical guidelines. 

Third, standardization. ACLA strongly believes that if the rules 
applicable to clinical laboratoiy testing for Medicare were sim- 
plified and clarified, it would also promote appropriate use of lab- 
oratory testing. As the GAO noted in their testimony, individual 
carriers have great discretion in setting payment rules and policies. 
This is a special problem for our large national labs who deal in 
many States and therefore have to deal with several different car- 
riers and their jurisdictions. 

For example, ACLA and other medical specialty groups have 
been working with HCFA concerning so-called automated multi- 
channel chemistry testing. These tests are subject to widely dif- 
ferent policies, depending on which carrier is involved, which re- 
sults in widespread confusion in the industry. 

ACLA and other groups recently submitted comments to HCFA 
on their proposal for new policies that would determine how these 
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tests are paid for. Although we have some concerns about several 
features of the HCFA proposal, we are very pleased they have rec- 
ognized the need for national standards with regard to such test- 
ing, and look forward to working with them to refine their policies. 

In addition, ACLA also believes that administrative procedures 
could be further simplified and costs reduced if laboratories were 
permitted to bill through a single carrier rather than numerous dif- 
ferent ones. This process would create more uniform interpretation 
of laboratory policy rules, and we hope the subcommittee will con- 
sider recommending such a consolidation of carrier responsibilities. 

Fourth, we believe that appropriate utilization of laboratory test- 
ing would be helped by enactment of a direct billing mandate, a re- 
quirement that the laboratories performing the tests bill the pa- 
tient or the insurer for those services. Data from a study done by 
the Center of Health Policy Studies strongly suggests that such a 
provision would lead to more cost conscious and efficient delivery 
of testing services, because direct billing precludes physicians from 
adding a markup to clinical laboratory testing that they do not 
themselves perform. 

The study compared prices and utilization of testing services in 
States which require such direct billing and compared them with 
States where direct billing is not required. The analysis determined 
that direct billing reduced utilization and lowered health care costs 
overall. Even though Medicare already requires direct billing for 
their services, the same study found that even Medicare utilization 
dropped lower in States where direct billing was required. Appar- 
ently this is because physicians change their ordering patterns for 
all patients regardless of the payer. 

^d finally, my last point is that I — ^ACLA — must object to an- 
other proposal that has been made in the past and which we antici- 
pate will be made again, the reinstituting of coinsurance for lab 
services. Coinsurance was eliminated in 1984 when the current fee 
schedule method, which set fees at 60 percent of then prevailing 
rates, was put in place. We have two objections. 

First, coinsurance amounts to an additional cut in lab reimburse- 
ment inasmuch as we are still in the process of implementing the 
reductions required by OBRA 1993. Because of the amount, the co- 
insurance is often just a few dollars on each claim, the cost of bill- 
ing this coinsurance is usually more than the amount that could 
be collected. 

I am going to skip an example included in my written testimony, 
and will simply tell you that for a pap smear it would cost more 
to prepare and mail the letters to solicit the copayment than if we 
just ignored it. 

The last point I want to make on coinsurance is that we do not 
believe it will affect utilization, and after all, that is what the pur- 
pose of this hearing is about. Laboratory services can only be or- 
dered by physicians and thus both the OTA and the CBO have 
noted in separate studies that imposing a copayment obligation of 
Medicare beneficiaries does not curtail utilization. 

I want to thank you for inviting us to testify today and I would 
be happy to answer any questions. 

[The prepared statement follows:] 
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DAVID N. SUNDWALL, M.D., PRESIDENT 
AMERICAN CLINICAL LABORATORY ASSOCIATION 
TO THE HEALTH SUBCOMMITTEE 
HOUSE COMMITTEE ON WAYS & MEANS 


February 6, 1995 


As the new President of the American Clinical Laboratory Association ("ACLA"), I am 
pleased to have this opportunity to introduce myself and to present ACLA's view on issues 
related to the utilization and reimbursement of clinical laboratory services. ACLA is an 
association representing the leading independent providers of clinical laboratory services, 
including national, regional and local facilities. Ail ACLA members will be significantly 
affected by any action that Congress lakes on Medicare reimbursement for laboratories. 

As a practicing physician myself for more than 13 years, 1 know how important clinical 
laboratory testing is to the delivery of quality health care services. By providing critical 
information to physicians about a patient's health status, clinical testing is an essential tool in the 
prevention, diagnosis and treatment of disease; the maintenance of good health; and the delivery 
and monitoring of effective patient care. ACLA believes it is vital to safeguard patients' access 
to quality laboratory testing. 

Like all health care providers, clinical laboratories have undergone significant reductions in 
reimbursement in recent years. However, unlike other providers, which have seen reductions in 
their future rates of increase, laboratories have suffered real cuts in their reimbursement levels. 
The national limitation amounts, which put a ceiling on the level of clinical laboratory 
reimbursement, have been consistently reduced over the past eight years. In fact, laboratories are 
currently in the middle of a three-year reduction in these limitation amounts, which was 
mandated by OBRA'93. Under those provisions, the national limitation amounts were reduced 
from of the fee schedule medians in 1993 to 76% of the medians in 1996. In addition, 
OBRA’93 eliminated the CPI update for laboratory services for 1994 and 1995. These cuts 
ano'int to a reduction of over $3.3 billion in laboratory payments over five years. 

ACLA recognizes, however, the importance of ensuring that clinical laboratory services are 
used appropriately, in the most cost-effective manner possible. This morning, 1 will review 
several of the actions that ACLA has taken to promote the appropriate utilization and payment of 
laboratory services and disctiss other legislative proposals that will, we believe, further promote 
these goals. We will also address several other legislative proposals that have been made, which, 
ACLA believes, would adversely affect the ability of clinical laboratories to provide the highest 
quality testing services. 

In sum, ACLA believes that by clarifying and simplifying the rules applicable to clinical 
laboratory testing. Medicare will be better able to ensure the appropriate utilization of clinical 
laboratory services. Further, we believe that enactment of a national direct billing law will 
reduce utilization for the entire health care system, including Medicare. Finally, ACLA must 
strongly oppose the reinstatement of coinsurance for laboratories because it will be a burden to 
beneficiaries, an additional cut for laboratories, and will fail to affect the utilization of testing 
services. 

A. Clariflcation and Simplification of 

Clinical Laboratory Ordering and Billing . 

ACLA believes that clarification and simplification of the rules applicable to clinical 
laboratory testing will have a beneficial impact on the utilization of testing. Such actions will 
ensure that physicians fully understand the impact of their test-ordering decisions; that Medicare 
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pays only for appropriate testing; and that the program can adequately monitor and enforce its 
laboratory policies. Thus, clarification and simplification should have a beneficial impact on 
both the utilization and reimbursement of clinical laboratory services. 

Because clinical laboratories cannot order tests, it is the physician's responsibility to order 
the testing that is medically necessary for his or her patients. ACLA believes, however, that 
laboratories must work with physicians to ensure that they understand the appropriate use of 
clinical laboratory testing and the impact of their test-ordering decisions on the Medicare 
program. Thus, ACLA has established guidelines for its members that require them to explain 
the tests that are included in panels and profiles which are offered, and to provide physicians 
with information about how Medicare pays for the tests ordered. By working with physicians in 
this way, laboratories can help ensure that physicians understand the tests they are ordering and 
the financial impact of their decisions on the Medicare program. In the long run, ACLA believes 
such increased communication between laboratories and physicians should result in more 
appropriate utilization of services. 

Second, ACLA has worked with HCFA and a variety of medical specialty groups to clarify 
the rules applicable to "automated multichannel chemistry" testing. In the past, HCFA has 
expressed concern about the manner in which such testing w'as ordered, coded and billed. ACLA 
is working with these groups and HCFA to standardize the rules applicable to such testing. 
Again, clarifying the rules applicable to this testing will help promote the appropriate use of 
testing services. 

Automated multichannel chemistries are a battery of tests, which are usually performed on 
automated instruments capable of performing a number of different assays simultaneously on a 
single specimen. Such tests are billed under a single code number, depending on the number of 
individual tests included in the panel. The Manual of Phvsicians’_CuiTent Procedural 
Terminology states that up to 19 specific tests, which it lists, may be included under the codes 
applicable to automated, multichannel chemistries. However, recently several Medicare carriers 
have unilaterally included additional tests in the list of testing covered by these codes without 
also increasing reimbursement. In several instances, carriers have proposed including tests that 
cannot be performed simultaneously with other multichannel chemistries. 

This action has caused great confusion and concern in the industry. Each carrier now has 
its own list of the tests that it includes under these codes. While some carriers permit certain 
tests to be billed separately, and reimbursed separately, other carriers pay for them as part of the 
automated, multichannel chemistry panel. As a result, laboratories with multiple locations must 
be aware of the different carrier policies for each area where they perform testing. 

There is little policy justification today for these vast differences on such a basic issue of 
laboratory reimbursement. As a result, ACLA has been working closely with other medical 
specialty groups and HCFA to resolve these issues. As part of this process, in April 1994, 
ACLA cosponsored, with the American Medical Association and HCFA, the first Consensus 
Conference on laboratory issues, which was held in Chicago, and attended by representatives of 
29 different medical groups. Attendees at the Conference frequently commented that greater 
uniformity among carriers was needed concerning the rules applicable to clinical laboratory 
testing. 

HCFA has recently issued a new proposal on the billing and payment of these automated 
multichannel chemistries. ACLA and other groups have submitted comments to HCFA on its 
proposal, and ACLA will continue to work with the agency and other groups on this policy. If 
the rules applicable to this testing are clarified, it will help to ensure that physicians understand 
the impact of their test ordering decisions and that laboratories bill correctly for testing that 
physicians order. 

Third, Medicare's payments for clinical laboratory testing could also be streamlined by 
eliminating the different rules and policies that apply to clinical laboratories. Today, over 40 
different carriers, representing 59 jurisdictions, process Medicare laboratory claims. As noted 
above, because each carrier often has its own policies covering this testing, the rules applicable to 
Medicare billing and payment vary, depending on where the lest is performed. Thus, a 
laboratory with facilities in different states must monitor and comply with different payment 
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rules depending on which carrier has jurisdiction. As demonstrated above in the context of 
automated, multichannel chemistries, such differences on relatively basic issues lead to 
confusion and wasted effort by all parties, including laboratories, physicians, and the Medicare 
carriers. 

ACLA believes that administrative procedures could be simplified, and costs reduced, if 
laboratories did not have to deal with numerous, different carriers. It would be far more 
reasonable if a laboratory with multiple locations could submit all of its claims through a single 
carrier. In this way, the laboratory would only have to become familiar with a single set of 
carrier policies and personnel, a change that would greatly simplify the billing process. Although 
at one time laboratory reimbursement levels varied significantly among carrier jurisdictions--a 
factor which may have supported the decision to have multiple carriers—those differences are 
rapidly disappearing. Most testing today is reimbursed at the uniform, national limitation 
amounts, which cap laboratory payment. Thus, the current system cannot be justified by the 
existence of significant payment differentials among carriers. 

As a result, ACLA urges the Subcommittee to consider recommending a consolidation of 
the carrier responsibilities for laboratory services, and to encourage the development of uniform 
policies with respect to coverage and payment issues. We also urge the Subcommittee to 
consider legislation that would permit laboratories to submit all their claims through a single 
carrier, regardless of the location of the individual facility performing the testing. We believe 
that enactment of such policies will help reduce administrative costs for laboratories and the 
Medicare system. 

B. Enactment of Direct Billing Will Promote 

A ppropriate Utilization of Testing . 

Appropriate Medicare utilization of laboratory testing would be aided by enactment of a 
direct billing mandate, l£., a requirement that the laboratory performing the tests bill the patient 
or insurer for those services. This provision would simplify the billing structure of the industry 
and lead to a more rational market for laboratory services. Enactment of such a requirement 
would promote a more cost-conscious and efficient system for delivery of testing services than 
currently exists. 

Today, laboratories are not required to bill the patient or responsible third-party payor for 
testing. Billing physicians, rather than patients, promotes the practice of mark-up by the 
physician, resulting in higher costs to the patient or third-party payor, with no real added value. 
As reimbursement for the services they provide directly to their patients continues to be reduced, 
physicians’ selection of the laboratory, the number and frequency of tests requested, and the types 
of tests requested tend to be influenced by the potential for additional income. 

In most cases physicians, as wholesale customers, wield sufficient market power to 
demand and receive significant pricing concessions from laboratories, thus maximizing the 
potential for mark-ups. The result is that physicians pay lower prices, while other retail payors, 
including Medicare, pay for laboratory tests at a higher level. Direct billing will eliminate the 
underlying structural problem that leads to this cost shifting. 

Enactment of direct billing would have several important benefits. Most significantly, it 
would result in reduced utilization of laboratory testing and lower costs as found in a recent study 
conducted by the Center for Health Policy Studies ("CHPS"). CHPS compared the experience of 
Medicare and Blue Cross/Blue Shield plans in direct billing and non-direct billing states. CHPS 
found that laboratory prices and utilization were significantly higher in non-direct billing states 
than in states that require direct billing. CHPS concluded that if a national direct billing law 
were enacted, annual savings in total health care expenditures of between $2.4 and $3.2 billion 
could be achieved, as a result of reduced utilization and lower prices. This translates into savings 
of between $12 and $16 billion over the next five years. 

In addition, CHPS also suggested that the enactment of direct billing could help reduce 
Medicare expenditures for clinical laboratory services. Even though direct billing already exists 
for Medicare, the CHPS study found that Medicare utilization was lower when the stale required 
direct billing for private payors. CHPS further concluded that this reduction resulted from a 
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Spillover effect—lhat in direct billing states, physicians changed their ordering patterns for both 
Medicare and non-Medicare patients alike. As a result, utilization of clinical laboratory services 
reimbursed by Medicare was lower in direct billing states than in non-direct billing states. 
Therefore, ACLA also urges the Subcommittee to consider the enactntent of a national direct 
billing law. 

C. Coinsurance is an Additional Cut for Lahoratories . 

In the past, some proposals have suggested the reimposition of 20% coinsurance for 
clinical laboratory services. Coinsurance for clinical laboratory services was eliminated by 
Congress in 1984, with the approval of the laboratory industry and HCFA, when the current fee 
schedule methodology was adopted. Under that methodology, coinsurance was eliminated, but 
the fee schedules were set at 60% of then-prevailing charges. ACLA fully expects the 
reinstatement of coinsurance to be proposed again in the upcoming debate over Medicare 
reductions. ACLA opposes this proposal for the reasons discussed below. 

First, imposition of coinsurance would constitute an additional cut in laboratory 
reimbursement because the cost of billing the coinsurance would frequently exceed the amount 
collected. Although the amount of the coinsurance is often just a few dollars, on average, it 
would often cost nearly as much just to produce the additional invoice covering the coinsurance. 
Further, in most instances, laboratories will have to bill several times, thus further increasing the 
laboratories' costs. Past experience with coinsurance suggests that in many instances, 
laboratories would have to write off from as much as 50% or more, of the billed amounts due to 
the uncollectability of these relatively small amounts. Indeed, these problems are the very reason 
that Congress eliminated the coinsurance requirement in 1984 and mandated the current 
methodology. 

An example will illustrate the actual impact of the reinstatement of coinsurance. TTie 
national limitation amount for a Pap Smear, for example, is $7.33. This is the maximum that can 
be billed for that test, and in many instances, the laboratory is paid even less than this amount. If 
a 20% coinsurance were applied to this amount, then the laboratory would have to bill the patient 
for $1.47. If the laboratory has to bill twice to collect that amount, as frequently happens, the 
laboratory will have to spend 64 cents just in postage. When the additional cost of paper, 
processing, labor and administrative costs are added in, it becomes clear that the cost of billing 
will easily exceed the amount the laboratory will collect. Moreover, the fraud and abuse laws 
would likely be violated if the laboratory just wrote off this amount without trying to collect it. 

Reinstatement of coinsurance would also amount to a new burden to beneficiaries, 
According to some estimates, it would transfer to beneficiaries additional aggregate outlays of 
approximately $7 billion over five years. Further, because the laboratory usually does not have 
contact with the patient, the beneficiary often does not know to what laboratory his or her testing 
is sent. Beneficiaries may, therefore, be confused by receiving a bill for some small amount 
from an entity, with which they have had no direct contact. This situation only adds to the 
difficulties of collection. 

Furthermore, reimposition of coinsurance amounts to a substantial cut in reimbursement 
for laboratories, a cut of at least 10%, according to some ACLA members. This reduction, 
coupled with the cuts imposed by OBRA'93 would amount to a substantial cut in laboratory 
reimbursement. Such a cut seems especially unfair in view of the fact that laboratories represent 
only about 5% of Part B expenditures. In addition, such cuts will make it more difficult for 
laboratories to serve some higher cost areas, including rural areas and nursing homes. 

Finally, coinsurance for laboratory services would have no impact on utilization of 
laboratory services. For ancillary services, such as laboratory testing, imposition of copayment 
obligations on Medicare beneficiaries will not curtail utilization because patients do not decide 
when to order testing nor do they select the testing laboratory'. Medicare-covered laboratory 
services can only be ordered by physicians. As the Congressional Budget Office noted in a 1990 
Report: 
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Cost-sharing probably would not affect enrollees' use of laboratory 
services substantially, ...because decisions about what tests are 
appropriate are generally left to physicians, whose decisions do not 
appear to depend on enrollees' cost sharing.^ 

A recent report by the Office of Technology Assessment came to a similar conclusion. 2^ 

In sum, ACLA believes that the reinstitution of coinsurance will have a significant, adverse 
effect on laboratories’ ability to provide high quality laboratory services. 

D. Competitive Bidding Would Harm Access and Quality. 

In addition, last year, the Administration proposed a competitive bidding procedure for the 
acquisition of laboratory and other services. Although the actual procedures were unclear, the 
initial proposal appeared to create a "winner take all" approach, which would have given the 
winning bidder the exclusive right to provide laboratory services within a given geographic area. 

ACLA has numerous concerns about such competitive bidding proposals. First, previous 
federal use of competitive bidding for laboratory services has been unsuccessful and dangerous 
to patients' health. When the Air Force awarded a contract to a laboratory for screening Pap 
smears on the basis of competitive bidding, the laboratory, which won the contract because it 
submitted the lowest bid, performed so negligently that women's lives were placed at risk. The 
Air Force was forced to impound over 700,000 Pap smear.s that they found contained numerous 
errors. Other experiments with competitive bidding have encountered similar difficulties. 

In many competitive bidding plans, there may be a strong incentive for a bidder to submit a 
"low ball" bid, in order to obtain the contract, a fact that could have disastrous implications for 
the quality of the testing. In fact, in 1984, a HCFA report on the laboratory industry expressed 
great skepticism over competitive bidding. It noted that under a competitive bidding system: 

[Ijaboratories might knowingly underprice the competition in order 
to win a Medicare contract, even if they know they will be unable 
to cover their costs at the bid price. This practice, known as "low- 
bailing," has occurred in even limited competitive contracts for 
services awarded by the Air Force and by the District of 
Columbia.^/ 

These risks were dramatically illustrated last year by testimony before a House 
Subcommittee. At a hearing held by a Subcommittee of the House Judiciary Committee in the 
summer of 1994, a woman testified about her terminal cervical cancer, stemming from a three- 
year misdiagnosis by her HMO. The HMO had solicited competitive bids for its laboratory 
services and awarded the contract to a single laboratory that submitted the lowest bid. After 
three Pap smears and three biopsies, the cancer still went undetected. In short, the use of 
competitive bidding for laboratory services has consistently resulted in placing quality and 
patient health at risk. We urge the Subcommittee to reject both the reimposilion of coinsurance 
for laboratories and competitive bidding. 

Conclusion 

We would like to thank the Subcommittee for this opportunity to submit our views. We 
look forward to continuing to work with the Subcommittee on these issues. I would be happy to 
answer any questions you may have. 

Doc ii2l95« 


CBO, "Reducing the Deficit: Spending and Revenue Options" at 140 (February. 1 990). 
2^ OTA, "Benefit Design: Patient Cost-Sharing" at 5 (Feb 1994). 

2'' HCFA, Report of Laboratory Task Force at 23 (1984). 
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Chairman THOMAS. Thank you very much for your succinct testi- 
mony, covered a lot of ground. 

Mr. Willging. 

STATEMENT OF PAUL WILLCmC, PHJD., EXECUTIVE VICE 
PRESIDENT, AMERICAN HEALTH CARE ASSOCIATION 

Mr. Willging. Thank you, I do represent the American Health 
Care Association which is the trade association representing by far 
the vast majority of nursing facilities in this country, including as- 
sisted living and subacute facilities. 

It is a pleasure to be with you today, Mr. Chairman, although 
I must admit the pleasure was somewhat less acute when I first 
read the press release a week or two ago with the focus being the 
alarming growth of the SNF benefit in Medicare. Perhaps of great 
concern to me was the following statement: “This may represent 
significant fraud and abuse.” 

I thought at least I would have the opportunity to perhaps put 
that into a different type context. In doing so, however, I do not 
for a moment wish to minimize the importance of our efforts, yours, 
the industry’s, the executive branch’s in ferreting out fraud and 
abuse in all Medicare programs. 

There is no question that how large that is is a factor stimulat- 
ing the growth of the Medicare SNF benefit. It is in fact something 
that has got to be dealt with. We have worked and will continue 
to work with the Congress and the executive branch in making 
sure that no provider can willfully or intentionally defraud the Fed- 
eral or State governments and, more importantly, we will work 
with our own members. 

Education is critical. As is going to be suggested in testimony by 
the American Association of Retired Persons, 75-percent growth in 
the number of SNFs participating in the Medicare program be- 
tween the years 1985 and 1993, 6,000 new providers trying to deal 
with what at best are arcane procedures in terms of billing under 
part B, and at worse are totally incomprehensible. We have a job, 
that is, the industry, to make sure that they are educated, even if 
it is not intentional, even if it is not willful, that we do prevent in- 
appropriate billing. 

And finally, oversight. I think we have heard enough today to 
recognize that the industry I represent cannot assume that this is 
somebody else’s problem, that this is just incontinent suppliers, 
shipping off guides to the nursing facility and then billing sepa- 
rately. We, as an industry, each facility is responsible for all serv- 
ices provided in that facility. We have got to be equally responsible 
for at least providing oversight when it comes to the billing that 
takes place and we will take that seriously. 

We are working with the Health Care Financing Administration 
to deal with a concept called bundling by some, consolidated billing 
by others, so that the bills are, in fact, brought together in a place 
where we can see that they meet the needs of the resident in that 
facility. That same concept is a part of the proposed prospective re- 
imbursement system that we have been talking to this committee 
and others about in terms of the Medicare SNF benefit, but as we 
continue to work toward this legitimate concern of fraud and 
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abuse, let us not confuse that with the underlying factors leading 
to the growth in the SNF benefit. 

As chart 1 will suggest, on the left, the growth between 1993 and 
1994 in the SNF benefit was by far largely accounted for by simply 
population. Of the increase of $1.3 billion in additional growth in 
the SNF benefit, $800 million, 60-some percent, was population in- 
creases, $0.3 billion was price, $0.2 billion was utilization. Even 
price can contain within it intensity factors so that it is not simply 
a higher price for the same unit. The unit itself may have changed. 
For example, as we go from LPNs to RNs delivering an hour of 
nursing care. So our growth has been, to a considerable extent, 
more beneficiaries. More utilization, that is, longer lenrths of stay 
in a facility, higher levels of intensity as we move into nigh acuity 
patients, and the reasons for those three areas of growth, I think, 
are clear to all of us. 

Certainly it begins way back, 12 or so years ago when the DRG 
program did what it was supposed to do with respect to hospitals, 
move patients out of hospitals quicker and sicker. The coverage 
guideline changes in 1988 for the first time gave Medicare bene- 
ficiaries rights to a service that they felt had been denied and that 
the courts eventually agreed with them had been denied. 

The famous catastrophic, or infamous catastrophic legislation 
back in 1988 developed a new infrastructure in the SNF arena 
which did not disappear even when catastrophic legislation dis- 
appeared 1 year later. And the Nursing Home Reform Act of 1987 
where it, one, eliminated the distension between SNFs and ISNFs 
so everyone essentially became an SNF, also raised the infrastruc- 
ture level, and two, and perhaps more importantly, put a concept 
in the law that said, our responsibility as nursing facilities was to 
bring patients up to the highest practicable level of mental, phys- 
ical, and psychosocial well-being. Well, if that isn’t going to have 
an impact on the use of therapists in nursing facilities, I don’t 
know what would. 

So I think there is no question that the understanding of growth 
becomes clear when one looks at the factors that make it up. But 
I think equally important, and at the risk of being considered 
somewhat too glib, I think there may be areas of growth in the 
SNF benefit that are extremely beneficial, that we would want to 
in fact stimulate and foster. 

Indeed in the private sector, I know you and your colleagues 
today, Mr. Chairman, have been looking for what happens in the 
private sector to control growth in the Medicare program. There 
are managed care entities. This one, the second chart, happens to 
be PacifiCare out of California, that are not only not alarmed about 
growth in the SNF benefit, are stimulating growth in the SNF ben- 
efit. That is the lower line; for what effect to see the drop in the 
upper line. It is called use of subacute care. It is in fact what man- 
aged care does so well. And indeed, some of the State programs, 
not yet Medicare, but at least some of the State programs are rec- 
ognizing the role of subacute care. 

In the last budget presented by Governor Pete Wilson to the leg- 
islature in California they are looking for a movement out of the 
hospital sector into the SNF sector so as to save money, utilizing 
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subacute care within nursing facilities at one-half the cost of a 
comparable day of care within the hospital. 

We have estimated in a study done by Abt Associates that there 
is a potential of $9 billion per year at the outside admittedly by uti- 
lizing subacute facilities in lieu of hospitals. 

So in conclusion, yes, let’s worry about fraud and abuse. Let’s do 
what we can to ferret it out, to eliminate it to every extent possible, 
but let’s not always assume that CTowth is bad. I would contend 
that a dollar of growth in the SNF benefit, which will lead to two 
dollars of reduction in the hospital benefit, is good growth. 

And then the final statement, remember what Dr. Altman told 
us, let’s not forget the synergism among the various component 
parts of this proOTam. You want to make sure you understand how 
they interact and not look at each one independently. 

I thank you very much for your attention and I would be happy 
to respond to questions later. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF PAUL WILLGING, PH.D. 

AMERICAN HEALTH CARE ASSOCIATION 

Mr. Chairman, another explanation for SNF spending growth is the higher acuity of SNF 
subcacute patients. As our patient population ages and becomes .sicker, and we move 
more patients into residential care and assisted living facilities, SNF spending will 
continue to grow. This also corresponds to reduced length of stays in acute care settings 
which is a desired result from the implementation of the Medicare hospital Prospective 
Payment System (PPS). This, however, means that patients are discharged sicker and 
quicker. One important factor here is our movement into quality and cost-effective 
subacute care. 

Skilled nursing facilities offer subacute health care services at an average cost of 47% 
less than hospital-based SNFs. A report by Abt Associates, Inc. issued last June, 
identified 62 DRGs where SNFs are currently providing subacute care and estimated 
potential cost savings to Medicare if percentages of patients in these groups were treated 
in SNFs rather than in hospitals. Abt found a potential savings to Medicare of between 
$7,535 and $8,906 billion depending upon accounting for empty hospital beds and partial 
waiver of the 3-day stay rule. I recommend that the Subcommittee examine the Abt 
report in detail to see how legislative initiatives proposed by AHCA could potentially 
save billions of dollars to the Medicare program. In short, as SNF spending increases on 
Medicare subacute care, there is a corresponding decrease in acute care spending, 
c.spccially for outlier patients. 

Wliiie it is very difficult to prove that subacute SNF days are replacing acute hospital 
days, perhaps there is a tell-tale sign in preliminary baselitie budget figures released by 
CBO this month. CBO shows the hospital growth rale increasing at substantially less 
than previously predicted while the SNF growth rate is increasing, almost 
correspondingly, faster. Since SNF spending is a small fraction of hospital spending, it 
makes sense that a sntall decrease in the anticipated growth in the hospital baseline would 
show a larger increase in SNF baseline spending if SNFs were competing for. and being 
utilized more, for subacute patients. 

Probably the most important item to look at in terms of the growth in Medicare spending 
is what are the components of titat growth. Our data department ran a comparison of 
skilled nursing facility expenditures for 1993 and 1994 and found the following: 

• Of the factors accounting for the increase from 1993 to 1994 in SNF spending, 
population accounted for largest amount of the increase compared to utilization and 
price. Of the $1.3 billion increase, population accounted for $800 million or 62%; 

• Of this increase, ilic costs attributed to price increases showed an increase accounted 
for only $300 million. This corresponds to an increase in price that is approximately 
35% less than the rate of hospital price Increases. Clearly onr sector specific prices, 
the only category a pro\ idcr conlrol.i, arc going up at a slower rale than hospitals; 
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• The average lenglh of slay dropped for hospitals and increased for nursing facilities 
which may correspond to the higher acuity of our patients and entry into subacute 
care: 

• The intensity of services for SNF care increased cost an average of 5 cents more of an 
increase per patient over hospital patients. 

Overall, in examining growth in our costs as an industry, it is not because we arc 
increasing prices and are too profitable, but more clearly because of population 
demographics and because SNFs are aggressively competing in the health care continuum 
to treat subacute patients in more cost-efficient settings. Market forces are utilizing SNFs 
to substitute for more expensive acute care settings. And now. let me outline some of our 
proposal-s addressing cost containment. 


AHCA COST CONTAINMENT PROPOSALS 

1 have previously mentioned tlie Abt study that found a potential of up to $8.9 billion per 
year in subacute care savings to Medicare. AllCA proposes that hospital subacute DRGs 
be examined and rebased according to severity of illness and length of slay. Particular 
attention should be paid to the relative costs of SNF subacute care compared to hospital- 
based subacute care. It i.s absolutely dear, however, that SNFs can provide subacute care 
at substantially lower costs than hospitals. In order to test this, AIICA proposes that the 
Secretary of I leallh and I Inman Services immediately waive llie 3'day hospital stay 
requirement for patients in a group of five DRGs, including skin ulcers and 
chemotherapy, and achieve an estimated $500 million per year in savings in just a few 
years. The SNF stay would be allowed only as a substitution to a hospital slay as 
certified by the admitting physician. 

It is very important that CBO give this proposal a detailed analysis and not shrug off 
mention of (he 3-day slay rule because of prior concerns when the Medicare Catastrophic 
Act was enacted and soon after repealed. We are talking about direct substitution for 
acute hospital stays and not new patients coming out of the so-calicd ‘’woodwork.” 

Our second proposal involves redesigning the Medicare SNF payment system from a 
retrospective cost-based system to a prospective payment system (PPS). I want lo 
express our appreciation. Mr. Chairman, that you and Mr. Stark have supported this 
concept in (he past and helped us move it toward fruition. Indeed. Congress has twice 
before requested in OBRA‘90 and again in OBRA*93 that we move lo a PPS by October 
of this year. I ICFA promised (his Committee in teslimoii) during late 1993 to have an 
interim system to you by last June. We are pleased lo continue lo work vv'ilh them on a 
cost-containing prospective payment system, and wc liavc proposed such a system as 
ijitroduccd by Senators Orrin I latch and David Pryor in the Senate last year. 
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AUCA is very serious about curtailing administrative costs and building in incentives to 
save Medicare dollars. We support a casc-mix, facility specific PPS that addresses costs 
in five costs centers; nursing services, administrative costs, fair rental value for property, 
ancillary services, and therapy services. In regard to current billing practices for medical 
equipment, we desire strongly to work with HCFA and the Congress to eliminate any 
fraudulent billing for such items. In addition, we have been meeting and working with 
HCFA on salary equivalency issues and wish to address any problems with therapies or 
billing practices that are identified. Our PPS is designed to be revenue neutral, with 
incentives built in to control future costs, and we believe that it could be designed to 
curtail unnecessary billings for equipment or special services. 

Our model PPS is designed to promote quality care; to ensure equal access for high- 
acuity beneficiaries; maintain adequate capital formation to address future demographic 
trends; and achieve cost containment. In the past. Congress has requested a PPS for 
SNFs, and HCFA has promised to develop one. We would request that HCFA honor its 
word with a balanced and constructive interim PPS proposal that can be put in place this 
October. We ask Congress to provide a statutory requirement to do so. 

One therapy service tliat is being provided in SNFs but is not reimbursed by Medicare 
directly is respiratory therapy. AHCA estimates that the cost savings of utilizing SNFs 
rather than acute care settings in one DRG alone. #483 tracheostomy, the most costly 
DRG. would save up to $990 million over five years. A 1993 CBO preliminary cost 
estimate predicted a $100 million revenue loss over five years due to a 10% increase in 
SNF service utilization. However, the estimate acknowledged that offsetting savings may 
be realized — "if vvniilaior palienis were moved from hospifals lo SNFs. iheti fewer 
resources miglu he used in (he treatment of these patients. " We strongly concur. 

A1 ICA requests (hat your subcommiUce reexamine this issue in view of recent data and 
increased utilization of SNFs for such care despite the lack of direct reimbursement. 
Hospitals providing ventilator care charge upward of $1 ,000 per day for such care 
compared to approximately $350 per day charged by subacute SNFs. Costs billed by 
hospitals for such care are also driven higher when provided in SNFs under contractual 
arrangement. Administrative add-ons are also billed, when if the services were provided 
directly by SNF employees, these costs would not be incurred. 

Finally, as I staled earlier, your hearing on managed care could be a more appropriate 
place for this testimony. You see, managed care has recognized the benefit of 
substituting SNF days for more expensive hospital days. In recent testimony before the 
Prospective Payment Commission, Dr. Roger Taylor, Executive Vice President with 
PacifiCare, one of tlie fastest growing managed care organizations in the nation, staled 
that a large percentage of their ability to save money was their ability to reduce hospital 
Medicare days per thousand through the utilization of SNF day substitution. In fact, I 
have a chart with me demonstrating that PacifiCare has achieved a large part of their 
savings by reducing hospital slays from 1089 days per thousand members in 1990 lo 964 
in 1993 and correspondingly increase their SNF days per thousand from 497 to 676. 
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AHCA supports the utilization of managed care to provide quality care and control costs. 
In particular, the Medicare Select Demonstration Project should be extended to every 
stale for an extended period of time. In addition, discussions by the House Speaker on 
reexamining the entire Medicare program and its relationship to private sector efforts in 
managed care are welcome and should be fruitful. In Orange County. California, where 
over 50% of Medicare eligible residents are enrolled in managed care risk contracts, 
arliHcial barriers that drive up costs - such as the 3-day stay rule - are avoided, and 
consumers are pleased with their coverage and care. The ability of managed care 
organizations to achieve cost savings by utilizing SNFs is something the Congress must 
examine. Follow the lead of the private sector and market-based reforms, and I believe 
you will find it easier to control Medicare costs. 

Let me conclude my remarks on cost containment by endorsing and supporting efforts by 
tlie Congress to improve long term care insurance by clarifying income lax rules and 
providing basic policy standards. Probably the best long-term way to reduce government 
costs is to build on the private side of the existing pubhc/privale partnership for long term 
care by encouraging more senior citizens to purchase long term care insurance policies 
early on. A 1 994 study by Cohen, Kumar and Wallack found that each long term care 
policy kept in effect can save Medicaid as much as Si 5,000 per policyholder. 

RKLA1 El) ISSUES 

Refore closing, let me touch briefly on a few Final issues. 1 he first concerns proposed 
regulations by HCFA to “fully certify'* Medicaid and Medicare beds in nursing facilities. 

1 his proposed policy could lead to upcoding and over-utilization due to the huge number 
of new Medicare beds that would be made available for services. I he potential cost of 
this proposed rule should be examined closely by this suhcommitlee. 

In terms of regulations, you may recall that I have lesiilled before the full committee 
before that we are one of the most highly regulated industries in America. This is not 
surprising due to the concern all Americans have over their family members who arc 
away from home and in institutions. However, we recommend an in-depth review of 
these regulations to determine, which are truly necessary in terms of protecting and 
improving patient care. Our nurses, our owners, and administrators seem to think that the 
myriad of regulations imposed on us by literally dozens of governmental enliljes waste 
valuable nursing oversight and training and cost patients, the government, and society as 
a whole billions of dollars. A promising direction is to adopt llie outcome measures of 
managed care in lieu of regulations that specify procedures and inputs. 
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Finally, in regard to home health care, we applaud efforts to move patients into the least 
restrictive and most cost-effective setting, but due to the different acuity of nursing 
facility residents and patients that can be treated at home, we do not see home care as a 
competing with nursing facilities, only as an essential part of the health care continuum. 
For instance, average activities of daily living (ADLs) measurements for home health 
patients are 2.5 of 5 vs. 3.9 of 5 for SNF patients. We would support, however, that 
copayments be applied equally. SNFs residents are currently burdened with a copayment 
after 20 days of 1 /8th of the annual hospital deductible amount. This is a steep $89.50 
per day copayment that almost eliminates any benefit after the 20lh day of a SNF' stay. 

We would encourage your subcommittee to impose equal copayments for home care and 
SNF services outlined by the Congressional Budget Office and eliminate the unworkable 
current SNF copayment. 

Mr. Chairman, let me leave this Subcommittee with a final thought. I have come today to 
testify and offer you specific proposals lo save billions of dollars from the Medicare 
program. Our nursing facility providers are already operating as probably the most 
efficient providers in the health care continuum. They have not had a Medicare update 
since 1990. while according to ProPAC, last year “the overall profit margin for the 
nation's hospitals reached its highe^^t point since the advent of Medicare’s prospective 
payment system.'* For instance, our average profit margin in 1991 was only 3.2% 
compared to average liospital margins of 4.6%. Your examination of nursing facility 
spending growth under Medicare is warranted and wc applaud your efforts. Wc arc, 
however, more a part of the solution, and not a pari of the problem. Wc encourage you to 
review our cost containment proposals in time for budget reconciliation later this year, 
and lo resiew SNF costs centers before determining any potential action. Most of all, 
we ask you to ensure that a prospective payment system for SNFs be required in statute in 
time for fiscal year 1996. 

Thank you Mr. Chairman. I'll be glad to answer any questions. 
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Chairman Thomas. Thank you Mr. Willging, in your observation 
about packaging of these hearings, when we put twofers together, 
it tends toward the blind date syndrome. You don’t know what the 
outcome is going to be. We are trying to whet the appetite of the 
minority to attend these hearings. Apparently this one didn’t work 
as well as we had hoped. 

Mr. Willging. Certeiinly helped my appetite, Mr. Chairman. 

Chairman Thomas. Ms. Suther. 

STATEMENT OF MARY SUTHER, PRESIDENT AND CHIEF 

EXECUTIVE OFFICER, VISITING NURSE ASSOCIATION OF 

TEXAS; ON BEHALF OF THE NATIONAL ASSOCIATION FOR 

HOME CARE 

Ms. Suther. My name is Mary Suther, and I am president and 
chief executive officer of the Visiting Nurse Association of Texas. 
On a daily basis we see over 8,000 patients in both urban and rural 
areas. 

I am representing NAHC, the National Association for Home 
Care, today. They represent over 6,000 Medicare certified home 
care service providers. Until this month, I chaired the NAHC gov- 
ernment affairs committee for the last 4 years, and I continue to 
serve on the Fraud and Abuse Task Force. 

I would like to commend you, Mr. Chairman, for holding the 
hearing on issues related to controlling growth in Medicare costs 
and improving care. NAHC is committed to both these goals. Home 
health represents a small but Rowing part of the Medicare pro- 
gram. There are many contributing factors to this growth. But the 
second part of my testimony will speak to the issues of fraud and 
abuse in home care. 

NAHC has a long history of aggressive action to assure against 
fraud and abuse and Medicare home health benefit. My testimony 
will detail NAHC’s activities to curb fraud and abuse and provide 
recommendations to help eradicate these illegal and unethical ac- 
tivities. 

Finally, I would like to make some comments about prospective 
pay for home care. The home care benefit has been maturing for 
most of its existence in the Medicare program. I have been on this 
almost 30 years, and I would like to say it is the greatest story 
never told, nut I have heard it told in a way today that I don’t want 
to hear it told again. 

The home care benefit became especially useful in the need of 
meeting patients discharged from the hospital quicker and sicker 
thus saving Medicare days in those hospitals. Current trends indi- 
cate, however, that the home care benefit has peaked and that the 
Medicare home health expenditure increases will fall to 7.8 percent 
by 1997. 

Both HCFA and NAHC believe that the 1989 to 1992 period of 
growth was unusual and resulted from several events, including 
policy and coverage clarifications that resulted in a class action 
lawsuit, the lessening of personnel shortage which allowed free in- 
crease in home health agencies, especially in the rural areas, new 
requirements, such as home health paid training and competency 
training, and CLIA was mentioned before, and OSHA, and paper- 
work, unnecessary paperwork. 
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The growth of the Medicare home care program is being allocated 
and can be expected to fall to a modest level within the next 2 
years. Sustaining the lower growth rate are a number of underly- 
ing factors. Home health has moved well beyond its traditional 
boundaries making it possible for millions of patients to prevent, 
reduce, or eliminate the need for more costly inpatient care. The 
U.S. population is growing older — the significant trend that has 
and will continue to influence future need for home health services. 

Access to in-home services has also improved over the years as 
much more home health is available for people to choose from. The 
past decade has seen a dramatic increase in awareness among phy- 
sicians and patients about the home as an appropriate, safe and 
often cost-effective setting for the delivery of health care services. 

Finally, sophisticated technological advances have made possible 
a level of care in the home that previously was only available in 
hospitals. The maturation and simplification of technology has al- 
lowed this. As in any area, growth brings with it the potential for 
illegal behavior. NAHC strongly believes it is the responsibility of 
all parties involved, patients, payers, and providers, to act aggres- 
sively to uncover, report, and act against fraudulent and abusive 
home care providers. 

NAHC has taken a leadership role in combating fraud and abuse. 
It has engaged in a longstanding effort to maintain the highest de- 
gree of ethics. Specifically with regard to the Florida case that the 
IG mentioned this morning, in April 1994, NAHC met with Inspec- 
tor General June Gibbs Brown to bring to our attention several 
areas of fraudulent activity that NAHC had found in that agency. 

We suggested a sweeping and aggressive action to eliminate 
these abuses and take action against this bad apple. In January 
1994, NAHC implemented a broad view board policy governing 
member conduct. The incidence of established fraud and abuse in 
home care is low, however, even a single occurrence of fraud and 
abuse is not acceptable and it must be eliminated. 

In my written testimony, I have detailed other testimony on 
fraud and abuse. Let me sldp over to prospective pay. NAHC is 
very interested in prospective pay. We have advocated for a long 
time that prospective pay provided that it meets the criteria that 
is necessary to determine what makes a difference in cost and what 
doesn’t. In a per episode reimbursement methodology, the cost 
would be paid to the provider up firont. The provider would be paid 
one amount for the care of that patient and this would discourage 
overutilization, it would incentivize the provider. 

There is a study that is being conducted by Abt now on that and 
HCFA has had a lot of input from us on the methodology. Our let- 
ter to HCFA is in the testimony. We are very concerned about that 
study, even though we certainly approve of it. It may not indeed 
identify the case mix problem that we have identified. 

'Thank you very much for allowing me to testify today and I will 
be happy to answer any questions that you have. 

[The prepared statement and attachments follow:] 
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STATEMENT OF MARY SUTHER 
VISITING NURSE ASSOCIATION OF TEXAS 
ON BEHALF OF THE NATIONAL ASSOCIATION FOR HOME CARE 

My name is Mary Suther. I am president and chief executive officer of 
the Visiting Nurse Association of Texas, a non-profit home care agency 
in Dallas. I am pleased to represent the National Association for Home 
Care at this hearing. NAHC represents nearly 6,000 Medicare-certified 
home health agencies and hospices, and the individuals they serve. 
Until this month, I chaired the NAHC Government Affairs Committee for 
4 years and continue to serve on its Fraud and Abuse Task Force. 

I want to commend you, Mr. Chairman, for calling this important hearing 
today on issues related to controlling growth in Medicare costs and 
improving care. As you know, home health represents a small, but 
growing part of the Medicare program. More enrollees than at any 
previous time are accessing in-home health services -- about 9 percent 
in 1994 compared to 2 percent 20 years ago. There are many 
contributing factors to this growth, and my testimony will attempt to 
detail the most significant of these. 

At the same time, however, we need to make absolutely sure that this 
growth is appropriate. NAHC has a long history of aggressive action 
to ensure against fraud and abuse in the Medicare home health benefit. 
The second part of my testimony will speak to the issues of fraud and 
abuse in home care and NAHC's activities and recommendations to help 
eradicate these illegal and unethical activities. Finally, I also 
would like to take this opportunity to make a few comments about 
prospective payment. 


FACTORS INFLUENCING RECENT AND HISTORICAL INCREASES IN THE UTILIZATION 
OF MEDICARE'S HOME HEALTH BENEFIT 

The home health benefit has been a maturing program for most, perhaps 
all, of its existence in the Medicare program. In Medicare's earliest 
years of operation, home health expenditures amounted to only about 1 
percent of the total. Therefore, although the benefit has increased at 
an average rate of 23.5 percent per year, it still represents a 
relatively small proportion of Medicare spending -- only about 8.7 
percent of the total estimated for 1995. 

Congress has long considered home health care a cost-effective benefit 
and has taken steps over the years to encourage its utilization. For 
example, Congress eliminated the prior hospitalization requirement and 
the 100 visit limit, the home health deductibles. Part B copays and 
broadened participation to include nonlicensed proprietary agencies. 
These amendments removed barriers to needed home health care and 
recognized the advantages of home health services over other acute care 
settings from the standpoints of patient preference and cost- 
effectiveness . 

The home health benefit became especially useful in meeting the needs 
of patients who were discharged from the hospital "qpaicker and sicker" 
as a result of the 1983 enactment of the Medicare hospital prospective 
payment legislation. The percent of all Medicare hospital patients 
discharged to home health care increased to 18 percent compared to only 
9 percent in 1981. Technological advances have also done much to make 
the home a safe and effective acute care setting. These factors 
together with the aging of the population, the increased paperwork 
burden, and an increased public and professional awareness of home 
health care have all contributed to the home health benefit's rapid 
increases over the past 25 years. 

Estimates from the Health Care Financing Administration' s (HCFA) Office 
of the Actuary indicates they believe that the benefit has matured and 
that expenditure increases will fall to 7.8 percent by 1997 (see 
attached chart) . 
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FACTORS AFFECTING RECENT GROWTH 

The home health benefit increases that have occurred in the 1989-1992 
period are almost double the 23.5 percent average experienced over the 
life of the Medicare program but have already begun falling to lower 
rates. As indicated above , NAHC believes this peaking is temporary and 
that it has been influenced by several recent events. 

Coverage clarification. In the mid-1980s. Medicare adopted 
documentation and claims processing practices that created general 
uncertainty among agencies about what services would be reimbursed. 
The result was a so-called "chilling effect" in which some Medicare- 
covered claims were diverted to Medicaid and regrettably some patients 
went without care. This "denial crisis" led in 1987 to a lawsuit 
( Duggan v. Bowen ) brought by a coalition led by Representative Harley 
Staggers and Representative Claude Pepper, consumer groups and N7VHC. 

The successful conclusion of this suit gave NAHC the opportunity to 
participate in a rewrite of the Medicare home health payment policies. 
Just a.s a lack of clarity and arbitrariness had depressed growth rates 
in the preceding years, NAHC believes the policy clarifications that 
resulted from the court case have allowed the program for the first 
time to provide beneficiaries the level and type of services that 
Congress intended. 

The correlation between the policy clarifications and the increase in 
visits is unmistakable. The first upturn in visits (25 percent) came 
in 1989 when the clarifications were announced; and an even larger 
increase took place (50 percent) in 1990, the first full year the new 
policies were in effect. However, growth in the number of visits is 
beginning to return to more modest levels. 

Personnel shortage. Throughout much of the 1980s, the home care 
industry, along with the rest of health care, was suffering from a 
personnel shortage. Although there are still acute shortages of 
certain disciplines, it would appear that conditions have substantially 
improved. This increase in available staff allowed the number of 
certified home health agencies to increase from 5, 676 in 1989 to 8, 100 
in 1995 . 

New legislative requirements . In the past five years, the home health 
program has seen the addition of several costly legislative changes, 
including the OBRA-87 home health aide training and competency testing 
requirements and the Clinical Laboratory Improvement Amendments of 
1988. The costs associated with these changes are reflected in visit 
charges . 

New administrative changes . The 1992 OSHA mandate regarding employee 
protection from transmission of HIV and Hepatitis B, including employee 
vaccinations, is a cost that must be borne by employers. 


UNDERLYING FACTORS FUELING MODEST GROWTH 

As mentioned above, the growth in the Medicare home health benefit is 
moderating and can be expected to fall to more modest levels in the 
next two years (i . e . , to 7.8 percent by 1997) , Sustaining this lowered 
growth rate are a number of underlying factors that have always 
influenced growth in home health utilization. Foremost among these is 
the pursuit of cost-effective alternatives to institutional care . 

Cost-Effectiveness. Home health has moved well beyond its traditional 
boundaries, making it possible for millions of patients to prevent, 
reduce or eliminate altogether their need for more costly inpatient 
treatment. A number of studies have documented the ability of home 
care to hold down use of more costly care. For example: 



188 


• A home health agency in Michigan has developed an in-hotne cardiac 
recovery program that reduces the hospital stay for patients who 
require coronary artery bypass grafting (CABG) surgery by 50 
percent. The typical CABG patient requires six to ten days at a 
hospital. But with the in-home cardiac recovery program, these 
patients can be discharged within two days of surgery. With 
hospital charges averaging $1,756 per day, enormous cost savings 
can be achieved through a four to six day reduction in hospital 
care. In addition, the study found that CABG patients using home 
care experienced superior outcomes than those who received longer 
hospital stays but no post-surgical home care. 

• An in-home crisis intervention program developed for psychiatric 
patients has been effective in reducing hospital admissions, 
length of stay and readmissions. A two-year analysis, involving 
more than 600 patients, revealed the following findings: 80.7 
percent of patients referred for hospital care could be treated 
at home instead; when inpatient admissions were necessary, the 
average length of stay could be reduced from 11.97 days to 7.48 
days by adding elements of the in-home care program; and patients 
who received home care services were less likely to be readmitted 
for hospital care (11.8 percent of home care patients were 
readmitted compared to 45.9 percent of patients who did not 
receive home care services) . 

• A study conducted by Lewin/ICF examined differences in the cost 

and effectiveness of inpatient care plus home care versus a 
shorter inpatient stay and more home care for patients 
hospitalized with a hip fracture, chronic obstructive pulmonary 
disease (COPD) , and amyotrophic lateral sclerosis (ALS) with 
pneumonia. It found that for all three diagnoses, cutting 
inpatient days and substituting more home care days reduced costs 
by: $2,300 for hip fracture patients, $520 for COPD patients, 

and $300 for ALS patients, 

• An innovative home care program for patients with chronic 
obstructive pulmonary disease (COPD) that was developed and 
tested in Connecticut has produced significant cost savings. The 
overall goal of the program was to provide more comprehensive 
home care services to COPD patients who previously required 
frequent hospitalizations. The results found that the per-month 
costs for hospitalizations, emergency room visits, and home care 
fell from $2,836 per patient to $2,508 per patient, a savings of 
$329 per patient per month. 

• The American Diabetes Association has conducted research which 
shows that the total economic cost of diabetes is over $91 
billion a year in the U.S. The home care component of these 
costs is only $37 million or just .04% of the total costs. Yet, 
studies have proven that aggressive long-term treatment of 
diabetes conducted in the home significantly reduces the risk of 
diabetic complications including blindness and kidney failure. 

These studies highlight one of the primary reasons that home care will 
continue to be utilized in the future -- it is a cost-effective benefit 
that works for millions of Americans. 

An Aging Population. The fact that the U.S. population is growing 
older is a significant trend that has and will continue to influence 
future need for home health services. Older individuals are more 
likely to need home care and they are likely to use more home care 
services than younger individuals. For example, the National Medical 
Expenditures Survey found that individuals over age 85 were three times 
more likely to use home care as the general elderly population, and 
their resource consumption was also significantly higher . Individuals 
over age 65 used an average of 63 visits whereas individuals over age 
85 used an average of 71 visits. 
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Improved Access . Access to in-home services has also improved over the 
years, as more home health agencies choose to participate in the 
Medicare program. In 1967, there were 1,753 agencies certified for 
Medicare purposes. By 1980, that number had nearly doubled to 2,924. 
As of January 1995, a total of 8,100 agencies were providing services 
under the program. This represents a marked improvement for enrollees' 
access to home-based services. Currently, there is one agency for 
every 4,893 Medicare enrollees, compared to one for every 11,136 
enrollees in 1967. Although access varies somewhat from state to state, 
for the most part enrollees who need home health care now have access 
to it . 

Public Awareness and Preference. The past decade has seen dramatic 
increases in awareness among physicians and patients about the home as 
an appropriate, safe and often cost-effective setting for the delivery 
for health care services. For example, a 1985 survey found that only 
38 percent of Americans knew about home care; by 1988, over 90 percent 
of the public not only understood home care to be an appropriate method 
of delivering health care, but also supported its expansion to cover 
long-term care services as well. A new poll conducted in 1992 by Lou 
Harris and Associates, found that Che American public supports home 
care by a margin of 9 to 1 over institutional care. Nearly 82 percent 
of all accredited medical schools now offer home health care in their 
curricula . 

Technological Advances. Over Che years, sophisticated technological 
advances have made possible a level of care in Che home that previously 
was only available in hospitals and other institutions. The most 
significant of these advances have been the introduction of home 
infusion therapy and radical improvements in ventilator equipment. 

Additional Factors. Litigation and workers' compensation claims are 
two additional factors that affect the cost of delivering home health 
services . 

The Medicare home health program will serve an estimated 3.6 million 
beneficiaries this year, and expenditures are expected to reach $16 
billion. That represents an average increase of nearly 23.5 percent a 
year in the past 28 years. Much of the increase can be attributed to 
one-time expansions or clarifications that were specifically designed 
to allow more individuals access to additional in-home services. Home 
health growth is beginning to moderate, and it can be expected to fall 
to more modest levels in the next two years (i.e., to 7.8 percent by 
1997) . 

Sustaining this lowered growth rate are a number of underlying factors 
that have always influenced growth in home health utilization. These 
include increased pressure to find cost-effective alternatives to 
institut ional care , a dramatic shift in the age distribution of the US 
population, improved access to home-based services, and the transfer 
of hospital technology to the home. These factors in combination with 
strong public preference for in-home care indicate a future of 
additional need for and use of home health care. 


FRAUD Ain) ABUSE 

As in any area, growth brings with it the potential for unethical or 
illegal behavior. NAHC strongly believes it is the responsibility of 
all parties involved -- patients, payors, and providers -- to act 
aggressively to uncover, report, and act against fraudulent or abusive 
home care providers. 

The National Association for Home Care (NAHC) has taken a leadership 
role in combatting fraud and abuse. It has been engaged in a 
longstanding effort to maintain the highest degree of ethics and values 
in the health care industry through a combination of member education, 
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cooperation with and assistance to enforcement agencies, and consistent 
support of federal legislative proposals designed to combat abuses in 
health care programs. 

In January 1994, NAHC implemented a broad new policy governing member 
conduct. While America has enhanced home care as the site of choice 
for meeting its health care needs, the growth of the industry has 
unfortunately been accompanied by a few unscrupulous providers of care 
who seek only to profit illegally at public expense. The incidence of 
established fraud in home care services is low. However, even a single 
occurrence of fraud or abuse is not acceptable and it must be 
e 1 iminated . 

The principles of NAHC's policy are as follows; 

I . POLICY ON MEMBER SELF-REGULATION 

Where a NAHC member, agency, individual member, or an applicant for 
membership has been determined or is controlled by an individual who 
has been determined to have violated a criminal or civil law in either 
Federal or State Court on issues related to fraud and abuse, the NAHC 
Board of Directors may consider the imposition of sanctions, including 
the termination or rejection of NAHC membership. 

II . POLICY ON PUBLIC RELATIONS 

NAHC shall respond proactively and reactively to any public relations 
crisis concerning fraud and abuse activity in home care and hospice. 

Ill . POLICY ON EDUCATION OF MEMBERS 

Consistent with its mission and ccMnmitment to provide educational 
opportunities for members, and for the purposes of promoting standards 
of quality and ethics in the delivery of home care and hospice 
services, NAHC will provide education regarding issues of fraud and 
abuse in home care and hospice. 

IV. POLICY ON ENFORCEMENT 

It is the responsibility of any NAHC staff person or any NAHC member 
to report to the appropriate legal authority any violation of fraud and 
abuse laws. No report shall be made by NAHC staff except where 
sufficient information has been obtained which demonstrates that there 
is a substantial likelihood that the law has been violated. Witnessing 
or having knowledge of a crime and not reporting it would constitute 
unethical behavior. 

Generally, NAHC will not investigate suspected acts of fraud and abuse. 
However, when government enforcement officials fail to act to address 
flagrant violation of the fraud and abuse law, NAHC may act in civil 
enforcement action where authorized by a super majority of the Board 
of Directors. 

V. POLICY ON SUPPORTING FRAUD AND ABUSE LEGISLATION 

NAHC shall actively support and/or initiate legislative and regulatory 
measures appropriate to prevent or combat fraud and abuse in the home 
care and hospice industries. 

VI . POLICY ON REQUEST FOR ASSISTANCE 

NAHC's assistance to member agencies under investigation for health 
care fraud and abuse shall be available where it is determined that it 
is in the best interests of the home care and hospice industry at 
large . 
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This policy is bhe embodiment of the efforts of NAHC since its 
inception in 1983. Its enactment in 1994 was an affirmation of NAHC's 
commitment to maintain a leadership role in this troubling area. 
Evidence of NAHC's commitment is most evident in support of legislative 
efforts to control fraud. In 1993 and 1994, and continuing today, NAHC 
has publicly supported and worked to advance legislation which would 
expand existing health care fraud laws under Medicare and Medicaid to 
all payors in health care. This expansion would work to eliminate 
activities which escape scrutiny because of the lack of controls in 
certain states which allow for conduct with private health insurance 
payments that would be illegal if federal payments were involved. NAHC 
has also aggressively supported the creation of a private right of 
action under federal anti-kickback laws to supplement the limited 
resources of government enforcement agencies. In this same respect, 
NAHC has repeatedly supported increased funding for the Office of 
Inspector General at HHS. 

Legislation is also needed to control the quality and delivery of home 
infusion therapy services. This $3 billion segment of the home care 
industry operates under virtually no regulatory controls and presents 
an environment for improper, but not necessarily illegal , conduct to 
occur. In 1994, NAHC highlighted the need for controlling legislation 
such as that offered by Congressman Sherrod Brown in the so-called 
"Sarah Weber" bill. 

Fraud has also existed within the Medicaid programs. The states' 
Medicaid anti-fraud units have proven success in attacking this area. 
NAHC has and continues to support the continuation of these programs. 

Legislation alone cannot control fraud and abuse. Health care 
providers must have a comprehensive understanding of the standards of 
conduct that are allowable. Internal self -audit and self -enforcement 
must be done to minimize the risk of illegal activities. Over the past 
several years NAHC has provided extensive education on the issues 
involved in health care fraud. National workshops have been held at 
our regional conferences, annual meetings, and annual law symposiums. 
State home care associations have joined in this effort to extend this 
education to the greatest degree possible. 

The public must also be fully involved in the process of fighting 
fraud. It is the health care consumer and the taxpayer who are 
ultimately the injured parties. While the government should increase 
the information it provides to the public about known schemes and 
scams, the health care industry must also do its part. In accordance 
with the NAHC fraud and abuse policy, the home care industry has not 
only cooperated with media investigations but has worked to engage the 
attention of the media to focus on important areas of concerns. For 
example, NAHC played a crucial role in exposing issues of home care 
fraud to the public in a Business Week article in March 1994. 
(attached) Currently, NAHC is working with ABC News on a developing 
segment regarding home infusion therapy. NAHC believes that increased 
public awareness is a valuable means of oversight. 

One of the most important roles that the home care industry plays in 
this area is actively integrating its knowledge and expertise with the 
enforcement authorities. Over the years, NAHC has acted as an 
extension of the investigatory arm of federal and state enforcement 
authorities. On the simplest of levels NAHC has connected individuals 
and providers of services who have evidence of fraudulent conduct with 
the HHS Office of Inspector General . At more involved levels, NAHC has 
presented a focus for enforcement authorities on where to commit 
resources in their home care efforts. For example, NAHC met with 
Inspector General June Gibbs Brown in April 1994 to outline several 
areas of concern. Specifically, NAHC suggested a sweeping effort to 
eliminate the abuses existing in the case of subcontracted care by home 
health agencies, particularly in South Florida. Growing evidence 
demonstrated the existence of illegal referral kickbacks between 
Medicare-certified home health agencies and subcontractors, as well 
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as, inadequate safeguards to ensure that billed care was delivered 
care. Further, NAHC described arrangements that had developed between 
hospitals and home health agencies where free discharge planning 
services were provided to hospitals in exchange for patient referrals. 
This is only one example of how NAHC has actively worked with 
enforcement authorities including the OIG, FBI, and the GAO. As a 
final note, NAHC has authorized staff to engage in self -enforcement 
activities under the False Claims Act to initiate litigation against 
health care providers where enforcement authorities have not acted to 
stop illegal activity. 

Historically, fraud and abuse in health care has taken the form of 
false claims in Medicare cost reports, billings for services never 
rendered, and kickbacks for referrals. These types of fraud are now 
being replaced with an entirely different form of abuse found in 
managed care. While in the traditional fee-for-service system 
incentives exist for overutilization and overcharging. But managed 
care may create financial incentives to improperly underutilize care. 
The health care consumer is harmed doubly in these circumstances: 
financially , care is prepurchased but not delivered; and healthwise . 
necessary care is lost. NAHC strongly recommends that Congress and the 
enforcement authorities take a long hard look into the abuses in 
managed care. New strategies must be developed to address this new 
type of fraud. Clinicians, rather than accountants, will need to 
operate at the heart of this effort. Good managed care can help bring 
about economy and efficiency in health care. Bad managed care, 
controlled by financial greed, can mean the death of the patient. 

RECOMMENDATIONS TO COMBAT FRAUD AND ABUSE 

1. Enact all-payor anti-fraud legislation. 

2. Provide a private right of action under anti-kickback provisions. 

3. Offer ’’whistleblower" protection for good faith activities of 
information. 

4. Institute an anti-fraud review system at OIG and DOJ where 
planned activities can be subject to analysis prior to 
implementation . 

5. Commit adequate resources to develop expertise and strategic 
plans to combat improper underutilization within managed care. 

6. Enact provisions to regulate home infusion therapy services. 


PROSPECTIVE PAYMENT 

Finally, I would like to make a few comments about a prospective 
payment system (PPS) for home health care, PPS would be one way to 
create incentives for cost-effective utilization management. For 
example, in a per-episode PPS model, providers would receive a single 
payment when a patient is admitted that would cover the entire episode 
of care rather than paying for individual visits when they occur. In 
this system, providers would have an incentive to manage utilization 
in the most cost -effective manner. 

NAHC has long supported a fair and equitable PPS for home health, as 
long as it has been tested and proven to be an improvement over the 
current cost-based reimbursement system. To this end, we have been 
strong supporters of the HCFA demonstrations that would test PPS and 
the mechanisms within PPS to adjust payments for case-mix variation. 

Now, however, we have some concerns about these demonstrations, for 
one, the demonstration as it is currently constructed, will not resolve 
the case-mix problems that have stymied the development of an 
acceptable PPS model. NAHC believes that the demonstration should be 
reoriented to deal with these case -mix problems now rather than set 
aside and left for some later time. 







NAHC Data Show that Home Care 
Is Still a Good Buy 



Data collected from various sources and analyzed by NAHC show 
that from 1987 to 1993 the cost of living or consumer price index 
(CPI) increased by 27.1%, the cost of physician's services increased 
by 48.5%, and hospital costs soared by 73.4%. By contrast, home 
care costs increased by only 17% during the same period — about 
60% of the increase in the CPI, and far below the rates of increase 
for other health care providers. 
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IS IRAUD POISONING 
HOME HEAITH CARE? 


Critics say lax regulations allow overcharging and abuse 


T om Henry had a good thing going. | 
By padding bills for services pro- 
vided through tia home health-care 
agencies he owned in Lebarion, T^nn.. be 
easily collected more than t4.4 million 
from Medicare and Medicaid over four 
years. Henry spent much oi the money 
w a new home, cars, and lavish toys, in- 
cluding furs for his wife, a jaunt with 
friends to Canciin. and a inp to Holly- 
wood to appear on Witel of Fortune ihe 
lost). Henry was finally caught and con- 
victed oi fraud in 1992. after his schemes 
became loo blatant to escape the notice 
of insurance investigators, who alerted 
federal authorities. 

The case of Tom Henry is only one of 
countless instances of fraud and abuse 
plaguing the rapidly expanding t31 bil- 
Uon home health-care industry. Most are 
purely financial rip-offs, such as one in- 
volving a Florida man sent to prison on 
Feb. 14 for. among other things, billing 
Medicaid for home care rendered to 
three people who turned out to be dead. 
But other crimes involve willful actions 
of neglect, abuse, and incompetence that 
jeopardae the lives of the aged and ill 
people receiving care at home. 

Among the myriad scams already un- 
covered: 

■ Kelly Kare. a home-care company in 
New York, sent 'untrained, unqualified, 
and unlicensed workers* to care for sick 
and elderly patients. Their competence 
was so la^ng that one client, Ronald 
Callahan, had to have his lister teach his 
Itl nurse how to catheterize him. 

By the time Kelly 
Kve's owner was 
■ I convicted, she had 
|1| billed New York Med- 
icaid more than tLl 
million lor fraudulent 
services. 

■ In Miami, a net- 
work of eight compa- 
nies is charged with 
offering milk supple- 
ments and nutntion- 
al therapies free to 
healthy consumers 
who didn't need 

ra luwNus wim 


them. The eonpantes then allege^ 
billed Medicare IM mUlkn, cMiming 
the products were medically asaential. 
This case, pending in federal court, 
sparked 14 probes nationwide Into uni- 
lar scams. 

■ Robert Dearoehers. the owner of two 
home health-care agendea in Alhambra. 
Calif., paid the salariea of disdiarge plan- 
ners at 10 hospitals as part of his ser- 
vice as long as they sent patients to his 
agencies. He then shifted that cost, 
among others, to Medicare. He was con- 
victed of fraud last year. Prosecutora 
say his scheme is not unusual. 

Problems in the industry are not lim- 
ited to newly formed companies or fly- 
by-night operators. Some of the largest 
companies in the industry, such as Care- 
mark International Inc. and T2 Medical 
Inc., are under federal investigation for 
alleged kickback schemes. Hospiul 
Staffing Services Inc., based in Port 
Lauderdale. Fla., is being probed for iu 
Medicare billing practices. All three com- 
panies deny wrongdoing. 

'NOT noMmoL* Predicting how much 
fraud and abuse costs consumers is 
tricky. One congressional estimate puts 
it at 10% of total expenditures, or iS.l 
billion. If the current level of malfea- 
sance continues, experts aay, it could 
wipe out some of the anticipated savings 
from earing for patients outside hospi- 
tals. 'Home health care is the next ma- 
jor frontier (or fraud and abuse.' aays 
Edward J. Kuriaoslo', New Ycrk Deputy 
Attorney General a^ qjeciaJ prosecutor 
for Medicaid fraud. 
'We've just atniched 
the sur^ce.' 

Of course, in- 
stances of criminal 
conduct occur io oth- 
er segments of the 
bealth-care industry. 
But the nature of 
home care makes it 
uniquely susceptible. 
In hospitals, doctors, 
nurses, and adminis- 
trators all monitor 
the quality and cost- 



HOME HEAITH-CARE 
SPENDING IS SOARING. 



eifeciiveness of care patients receive, i 
But home core is largely unsupervisec. ! 
With ill-detined or nonexistent pricing ' 
guidelines, poorly conceived federal reg- . 
ulations. and o patchwork of uneten ' 
state and local laws, the home<care in- | 
dustry is primarily aceounuble to itsel;'. 

Though the industry has lightened ' 
its standards, the guidelines have little . 
or no effect on the thousands of home . 
care companies that don't belong in the ' 
trade groups. And federal investigators 
are far too understaffed to meet th« . 
growing 'We've only been deal- 

ing niih the most blaunt cases becau.-e 
of the lack of manpower.' says Jeannir 
K. Damirgian. an assisiani U.S. attor- 
ne> in Miami. 'Only now are we moiing 
into more sophisticated schemes * 

The fraud epidemic comes el a lime , 
when the industry is experiencing ex- 
ponential growth. More than 7.1 million 
people are expected to receive some 
care in their homes in 1994. That's up 
from 5.9 million in 1987. the industry'- 
trade group says. Home care, which pro- 
vides the services of nurses and aides, 
and home infusion therapies, which in- 
clude deliver) of drugs intravenously, | 
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. Ml IM 1 ll, I ..llitji. . 1 ■ . 

'Ilt'.r- M-tf!' llliltl liil tfl lln h.Mlil: 

uiiT iiiiliisli',\ Til*' 
niriii. iliiraiilt' infili*ai 
.1* iiwueri tank> .nvl h ht^li-h.iirv i> .n,-.* 
, ^rii'*'inK la-si. 

j Thv twler.il ijovernmtfni is iiu kin:; ;h> 
I u sizuiilf p?P*.vniak!<r oi the lai* .M«lk-aiv 
I anil Mfilii'aiil fxp^ndiiurfs tor bcintr 
I lare iiulluunHl in S|k liilli><n la»( >r:ir. 
I n'om jiisi liillmn in anstrdm*: :«• 
' H"i’n- Htolih Lilli', an indioiry nt'nslrt- 
I ler. The Health I'are Financmv' Admm- 
I ifiraiivn, which mana>{es Medicare e.\- 
I penses. predicii* a IHii'i increaM* in iis 
I home'care siwnilin*; tiy 19^ 

The iuum is Iwinx fueled brt;eU In 
I (he r>^rrepiion lhai home care is less 
tn-ili than miii'v iradiiional venue*. .A 
ll'l'l iniiusirv siurly comiiared th*' av- 
erjiie cnsl ol tre.iimcm in huspilal* with 
[ ireatmeni in ih»- hume lor patients wiih 
hip iructures, a lommnn uilfnent treated 
ihinuah hiime care. Ii lonnd that bv 
' 'cnrlini; patients home six days earlier 
■ than niinn.il '5'J..!fhi na* >aie«t Thai 
! iranslaies into an annual ^aMntts of Sh~'t 
I million tci Medirar*'. the siinK sht*neii 


''ii«-h 'a'lBlf 
liMiii ll■>«■^•T^ It* 


the Bunber of Medicare-certiBed hone- 
health i fidcs jumped troo 270 to 442 
in 19S2. Growth has been so rapid that 
Loujaiarii, akm^ with other itates. has 
placed a Baratorium on the np«ming oi 
new ■genoea. 

Amid the homfrore industry's sxpk>- 
five growth, critics are calling for 
stepped-up enforcement and better 
guidelinea to regulate providers Ai 
though Congress ettempted to make 
some fixes in 1967 by eatabiiahing tram 
uig stndanls for home beehh aides and 
a nauooai bot line (or consumer com 
plaints, abuses have proliferated. Thrrf 
are » many pieces of home care,' sayv 
Charles P. Sabatino. assistant director 
of the Amencan Bar Assn s Committee I 
on Legal Prtiblema of the Ellderly. "Somt- ' 
are state programs. Some are Mediran-. ' 
There is licensed, unlicensed, and high 
tech home care. And there is no com 
prehensive approach ui accounuiliiliij.' 

A look at the regulatory landscape 
I makes that all loo clear. 

I ■ Only seven states n-vulaie home in 
fusion as a distinct inriu.siry. leaving thus 
segment most open to rampant wrong 
doing, erperls say. “The regulatory en 
vironment for these vervir*."- is a little 
■ bn like Dodge City ln-iore iho marshiiL. 

I showed up,' said Kcpreseniaitve Ron 
tVyden ID-Ore ) ai a hearing last May 
■ Cirtuallv no state or federal licensing 
requirement.* eaisi lor the lO.lixi com 
panics providing rjiirablo medii jI equip 

mmi. Although lli*- iiidu*iry .* trade i 

i>*.i-it>(l will* pressure grouP- the National Ass<<iatii>n of Med j 
II mMs. i> <H>m}<e{ling ical Equipment Suppliers, imposes stan 


h<K*piial> (<• refea.-*- paiH>nL> soimer. And daitls on iu members, only 20% of the 
advamvs in ireaimrnts and technolo- busincaaea belong to the group. 
gie.s have made ti possible (o provide ■ For the nuraing and home-aide agee- 
-^ofihisiH-ateil rare, surh as rfaemucherapy ties. 10 suiea and the District of 


and respiratory- therapy, almost as easi- 
ly in living ruoms as htBpiuIs. 
auMT iHMia. Perhaps noting has done 


Cdumbia lack speoal liceoaing raquire- 
nenU. though certification through a 
Msia of nspodaons is needed to panic- 


more for the industry’s hullishness of ipate b Mediewe and Medicaid. Laws 
lair than the Cheton AdnunisiraiioB’i that arc b place lack consistency b 
plan lor health-car*- irform. Clinton's wanHards, training, or licansing. Inde- 
pru|K»s«d package specifkaUy calls lor pandent providwa. which make up 
universal coverage Ai’ short- and long- hdBea. cr 17X of the hone Bursng bun- 
term home care, i mam, oparate largely 

Many insurance con- HHpHHH outside any re^a- 

panies nuw offer only tory Iramer^k. Aad 

limiied home-rare no federal law re- 

enverage— or none. quires these agenm 

Since Cbnum's Hk* to cheek whether job 

turn. Htohh Fiwre. an applicants have aimi- 

owner and franchiser mygK nal records, 

of nursing and home- Certainly, the eon- 

aide agencies based n ^ cept of home health 

Witodbury. N.Y.. says care is sound and, 

ihai responses to its when implemeBtad 

newspaper ads seek- correctly, compara- 

franchisees have economicaL 

more than douMed to And the majority id 
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|tt r>\ |l|> I 'Ir. -Il Ill'T I 

; -i I ■ I ti-lii- ti . !• .Ilirr'. ari'' [ 

.'I'liiji' (lii'r II th»'m 

ili-vi'i' inl"' .iimtii ,« vnsunnc 

-''i ’ ii • 

il' '"-iliiii'v. N.V.. ilii- pn»viiirr ^ 

"I .mil anil- l*ir i!)i h->n^c. ' 

I. ... Ill SJ miliiiin anniiallv 4-<>mpli' ■ 
aim jicm'iaiiiv »ltiil> iiiilti'l*- .1 vriniio.ii ’ 
ii.ii>u'M>hiiil >>i) i'lli ant.<. I 

!:ui ol'ien Jill) ^iiinc oih^r compa • 
nif' >l<iii shni'i III sui!;rfsiin;' lhai thru i 
Tifli l"ilii'in« mei'hjni>m> he ipplied to 
(hr iniliisiry iii bi'tje. Instead, they pre- 
lev til rrlv un u i-ompriitive markeiplucr 
III iiiii mullVusani't. 
miC* COM. Ti'uiir k'ri>u])v. mrludiny 
tlir Vjdunal A7i-4tA.‘ij(i<>n lor H<ime Cure. 
iiirii(i> S(‘nitini7(' their mem)>ers and 
hii\r Iwen pii'<hini! (o expand govern- 
ment over-light. In uddiiion to abiding 
III Medit-ure regnilaiions and suie la\^s. 
mem)>er» must get the blessing of the 
Joint Commission on Accreditation oi 


Hrjlihijrc •irgjnizaiions or a similar 
a<«reduinu l«ii|> F'-r awredilation. 
nleml•t•r^ must me-’ stringent sian 
dards. in< hiding a ■ r^uiremeni of 75 
houra training t<.r li»me-care uides. 
i-oniinuing eilui-aU"n tor nursea. ami 
acivring (•• .ibidr b» an ethics cwle- But 
these moves only go -o Jar. The slan 
daids al(«t irttly jj*-«iaii*in memt-ers- 
allovviiic inde|>endent -iperators to play 
liv thrir «i\in rulrs- 

So. legislators are readying another 
try. One hill, schedule-l to he introduced 
in March hy Representative Sherrod 
Brown <D-Ohiot and Senator Howard 
M Meizenliaum iD-Uhioi. would aet lim- 
its on prices home intwsion firms cun 
charge (or their products, estalilish qual- 
ity standards for the industry, and re- 
quire federal licensing- The measure in 
pan responds U> protests about extreme 
disparities in prices (or drug therapies 
offered by home infusion companies 
(table, page 73l. For example. 900 mg 


ot \vupiigen. an unti-inlecliun drug, can 
co^( irnm S'Jii" til *1 rJh. according 
to Fhincipal .Mntuul Lite iiiMirance Co. 

t .A. Picciilci. cK'i 111 Caremark, the 
largest jiroviiiei nt home intusion them- 
pie?, icincedrs (hut legislutiun needs to 
addre-- >s4-tilaiing cll^l-.* Bui lie adds 
that urice-v lor home-iniusion drugs ap- 
peal- high liw-ui'*- (hei rrflrt-t numerous 
overhead ciisis that must he included 
in drug charges tu get reimhursemem 
from insurance companies. ’Insurers 
won t reimburse iis as a line item for 
serviitrs.' he >ovs. “They insist that we 
(actor it into the cost of the product.* 
.Another bill, sponsored hy Represen- 
tative Ch•rlr^ £. Schumer iD-N.Y.i, 
would incr«aM> funding for health-rare 
fraud investigators as well as provide 
stiner penalties (or offenders-H>speciaJly 
in cases resulting in injury or death to 
patients. Resources available for uncov- 
ering health-care fraud are woefuUy in- 
adequate. 1>ie number of inspectors with 
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th« Otfkce d tb« laapectcr Geiv- 
enl of the Health & Human 
Services I>ept. has been cut to 
249 from 296 since 1969, while 
workloads have multiplied. 

On the local level. New 
Ym-k's Erie County att up m 
employment registry this year 
to track home-care workers 
who have criminal records or 
other troubling pasts. The law 
was luiopud aiter local police 
rei^irtofi a spike in complaints 
of against senior dUzens 

liv h.iin.-.c«r«- workers., inrlnd- 
iiit' on.' Ilf an ML* y*-ar nk! blind 


Ifll 


. dis 


niiir* !r»f<iin'nily lioi ljn*- u- pii;. j> 

subnijiie<{. citing unsubsunimtefi or in- 
lluted claims. Principal Mutual is d«- 
manding more prool that services bitle^l 
for were aciuaJly delivered and necv;-- 
sary. At Northwestern National Life In- 
surance Co., a hill-iime investigator has 
been assigned solely to reviewing bills 
submitted for home nursing services 
WW ■nil F^haps nothing illustrates 
the p(^enusJ perils of home care better 
than the story of Sarah Weher. a little 
girl in Cleveland Heights. Ohio, who sui- 
fered from cerebral palsy. From the aee 
of 6 until her death Iasi July at age lu. 
Sarah was able to live at home with thi- 
help of intravenous drugs and nuintion- 
a] therapy. 

In congressional hearings last May, 
Sarah's mother. Marie Kostos-Weber. 
tasiihed that Sanh’s bills for her ex- 
tensive treaunenu ranged from S9S.OOO 
to 9120.000 a month— an amount that 
ate up the (imiiy's 91 million private 
insvinnce policy in less than a year. 
She stated that after checking with a 
health<are consultant, she estimated it 
cost close to 91.000 a day more to treat 
Sarah at home than in the hospital. 
When her insurance lapsed, it took a 
court order to prevent Critical Care 
America Inc.. Sarah's hcHne-infusion 
provider, based in Westborough. Mass., 
from cutting off Sarah's supply of 
medicine, according to congressional 
recordis. 

But Sarah had other problems. Ac- 
cording to a lawsuit Kostos-Weber filed 
last September against Critical Care, 
which alleges overchu^ing and poor 
quality of ctu^. contends that the 
eompiny mistakenly delivered a lethal 
dose of the wroog drug for Sarah's in 



travi-nnus therji'y Fonunatcly. Kost(ft>- 
Wein-r caught iht mistake, she says. 
But when tJie tried to <i«niitlain lo the 
state health deturimeni. ^e was re- 
ferretl lo the Attorney t^eraTs otfke, 
which in turn referred hn* to the Na- 
tional Alliance for Infusion Therapy, an 
industry (obbpng group hosed in Wash 
ington. ^There was no one to turn to.” 
says Kostos-Weber. is a utuliy un- 
regulated industry. The hadth depart- 
ment didn't even know what infusion 
therapy is.' Critical Care, which was re- 

THt ptia tsrr eiewr 

R(ai||^ oi <o**t lor drags dMipad 
by b 


sisoiosaoo 
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>^ti-inieclion drug 
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$180 to $450 


Anripnaumerao drug 


$1,100 to $3,300 

APS tfortmortf to boo* onoaow lyitwn 

$147 to $384 

Tteotmenl to r jyrwe diwose 

$13$ to $338 

Traotmenl for ^Kvious inlachons 
'Oa>gw indvd* otoiaaM wwhaad toA oo 
diincry and irwwg cl «bp«o****^ 


MDtly aoiulrad hf 
.far tin niUkm. MlMd to 
eomsMot OB tb* paodiag M- 
gation cTceept to My that it 

'Nriil v^ermody 4fatoiid itodL* 

h'a timt m ba^ m* 
a»ves ftfftbfr bito toe beoie. 
it ia branfag: a whole new aet 
If prafafamia far providn ia- 
Burers. rerulaion, end con- 
■oners. AJUnugfa greale- reg- j 
ulation ia Msential. lawmakers : 
ffluii be cmreful not to over- 
regulate. According to a yeoto- 
be-released study by the 
George Washington Universi 
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September 23, 1994 


Bruce C. Vladeck, Administrator 

Health Care Financing Administration 

Department of Health and Human Services 

Attention; BDP-779-NC 

P.O. Box 7517 

Baltimore, MD 21207-0517 

Dear Mr. Vladeck: 

I am writing to request a meeting with you to discuss plans for 
phase II of the home health PPS demonstration. 

Our concern is that the demonstration will not resolve the case- 
mix problems that have stymied the development of an acceptable 
PPS model. Under the demonstration, PPS rates will be based on 
each agency's own costs during its base year. This is acceptable 
for a 3-year demonstration but not for an ongoing program. 
Although a year-end case-mix adjustment will be tested to take 
account of changes that may have occurred since an agency's base 
year, that adjustor has practically no predictive value. Its R- 
squared value is only 9.79 percent. This poor performance could 
be improved by the inclusion of additional variables. A model 
consisting of 40 some data elements has been developed that has 
been given high marks for its predictive power. 

Indicative of the weakness of the system is the fact that the 
demonstration designers have found it necessary to protect 
participants against 99%, 98% and 97% of any losses in 
demonstration years one, two and three respectively. 

It seems to us that the demonstration neither satisfies the 
mandate in OBRA-90, which calls for the development of a new 
pavTnent system, nor the widespread desire to find a cost- 
effective alternative to cost reimbursement. NAHC believes that 
tho case-mix problems should be dealt with now rather than set 
aside and left for some later time — presumably 5 years or so 
f.":- r.::w when the currer.c st:udy is completed. 

While we made our concerns known when we first learned of the 
design of the demonstration last month at an industry briefing 
and have subsequently offered to discuss the matter further, we 
have now reached a point where we are concerned that we may be 
running out of time. Home health agencies will be recruited to 
participate in the demonstration in the near future. 

If you would like to have any additional information, please call 
me or Bob Hoyer, our Vice-President for Public Policy and 
Research. 

'Ml J. Halamandaris 
l^esident 
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Chairman Thomas. Thank you very much, Ms. Suther. 

Mr. Lehrmann. 

STATEMENT OF EUGENE LEHRMANN, PRESmENT, AMERICAN 
ASSOCIATION OF RETIRED PERSONS 

Mr. Lehrmann. Thank you, Mr. Chairman. I am Gene 
Lehrmann, president of the AARP. I appreciate the opportunity to 
appear before the subcommittee today to discuss Medicare spend- 
ing. 

Unrestrained growth of costs systemwide drives Medicare spend- 
ing. Attempts to restrain Medicare without also controlling costs 
throughout the health care system will fall short, and most likely 
will result in greater cost shifting onto beneficiaries and the pri- 
vate sector. Moreover, savings from Medicare should not be used to 
finance tax provisions. 

Contrary to what some have stated. Medicare is one of the most 
cost-efficient Federal programs. Medicare returns between 96 and 
99 cents on the dollar. By contrast, administrative costs of private 
health insurance range from at least 5 to 40 percent of benefit 
costs. 

Since the early eighties. Medicare spending growth has been cut 
by over $200 billion and strong cost containment provisions on hos- 
pitals and doctors have been implemented. As a result, for much 
of this period, growth in per capita spending for Medicare has been 
below per capita growth in the private sector. 

The rapid rates of growth in Medicare home health and skilled 
nursing facilities have raised important questions about the rea- 
sons for such growth. Numerous studies are now scrutinizing these 
benefits to look at fraud and abuse concerns, dramatic State and 
regional differences in growth rates and payment and administra- 
tive reforms. 

If there are problems with these benefits, then we must address 
them, but we should act based on a sound diagnosis rather than 
only on symptoms. We urge this subcommittee not to simply im- 
pose shortsighted budget cuts in these programs as a way of com- 
plying with arbitrary targets to pay for tax and benefit reductions. 

In our view, an objective reading of the available evidence leads 
to the conclusion that CTowth rates are due in a large part to clari- 
fications of coverage rules in these benefits in the late eighties that 
previously had been ambiguous and overly restrictive. 

These court-ordered clarificatiorfs address the serious denials of 
Medicare SNF and home health claims that artificially constrained 
access to these critical rehabilitative services during the eighties. 
As a result of the clarifications, provider confidence and participa- 
tions in these programs grew. Not only was beneficiary access to 
care improved, new small businesses were created. Competition in- 
creased and geographic distribution of services improved. 

Another factor in the growth of these benefits was important, 
new technologies that enabled beneficiaries to leave the hospital 
earlier and receive care in a less expensive setting. 

Since the major causes of growth in these programs can be at- 
tributed to improvements in program administration in the late 
eighties, the rate of growth in these programs are likely to be short 
lived. Many predict that growth in the home health program, for 
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example, will soon flatten by itself without any legislative or regu- 
latory reforms. 

While controlling abuses is absolutely essential, these estimates 
demonstrate that drastic measures are not needed to slow the fu- 
ture rate of growth in the Medicare home health care program. 

We urge the subcommittee to reject the assumption that the 
growth rates are a result of inappropriate utilization by bene- 
ficiaries. There is no clear or convincing evidence to support such 
an assumption. Moreover, imduly restricting access to home health 
services through the imposition of an onerous, regressive bene- 
ficiary copayment, for example, would seriously harm the most vul- 
nerable oldest Americans, those who can afford least to pay for it. 

For the average Medicare home health user, a new 20-percent co- 
insurance would require them to pay an additional $1,300 out-of- 
pocket in 2002. The average payment for those who need and use 
the benefit the most, primarily lower income older women, would 
be over $4,200 in 2002. The group likely to suffer the most from 
such a tax is the almost one-quarter of home health users with in- 
comes of between 100 and 150 percent of poverty, too high to qual- 
ify for protection under the qualified Medicare beneficiary program 
and too low to be able to afford a Medigap policy to cover these new 
costs. 

Medicare is a successful and popular program that provides es- 
sential services for older and disabled Americans. Administration of 
the program has been more efficient than many think and costs 
have been effectively contained, although improvements can be 
made. 

Medicare home health and SNF growth rates raise legitimate 
questions about the operation and the administration of these im- 
portant benefits. We would be pleased to work with members of the 
subcommittee to discuss mechanisms for improving the efficiency 
and cost-effectiveness of the Medicare program. 

Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY OF EUGENE LEHRMANN 
AMERICAN ASSOCIATION OF RETIRED PERSONS 

Mr Chairman and members of the Subcommittee. I am Gene Lehrmann from Madison, 
Wisconsin. I am President of the American Association of Retired Persons (AARP). I 
appreciate the opportunity to appear before the Subcommittee today to discuss Medicare 
spending. 

AARP believes that measures to control spending in the Medicare program will fall far short of 
their goal unless action is taken to control costs throughout the health care system The 
unrestrained growth of costs systemwide drives Medicare spending. Attempts to restrain 
Medicare without also controlling costs throughout the health care system will fall short, and 
most likely will result in greater cost-shiAing onto ber^eficiaries and the private sector 

AARP believes that, while some refinements are inevitable and necessary as our nation’s health 
care system changes. Medicare must remain a viable health insurance program that provides 
affordable coverage (o older and disabled Americans. To this end, Congress must carefully 
consider the impact of proposals to restrain program spending — on the program and on 
beneficiaries and providers Moreover, savings from Medicare should not be used to finance tax 
provisions such as those in the Contract with America 

M EDICARE IS ESSENTIA L 

Medicare is the federal health insurance program for the aged and disabled. Created by 
Congress in 1 965, it now provides medical care coverage for roughly 37 million older and 
disabled people. Medicare is a social insurance program Individuals pay into the Medicare 
Hospital Insurance (HI) Trust Fund during their working years through a payroll tax and when 
they retire they are eligible for the health insurance benefits they have earned They pay a 
premium roughly equivalent to 25% of Medicare Part B costs as beneficiaries. 

Medicare pays for a wide range of health services Medicare Part A helps to cover the costs of 
hospital coverage, skilled nursing facility care, home health care and hospice for the terminally 
ill Part B covers physician services, outpatient care, diagnostic tests and durable medical 
equipment Medicare does not discriminate -- no beneficiary is excluded from coverage because 
he or she has a pre-existing condition 

One of the most important elements ofMedicare is the protection of beneficiary choice -- 
beneficiaries can choose where and from whom to receive care — from physicians or ceaain 
non-physician practitioners, through a standard fee-for-service plan or a managed care setting 

Contrary to what some have stated. Medicare is one of the most cost efficient federal programs 
Of the roughly S94 billion spent on Medicare Part A hospital benefits in 1993, only 1 percent 
was spent on adminisirative expenses Of the roughly $42 billion spent on Medicare Pan B 
pfiysiclan benefits in 1993, only 3 6 percent was spent on administrative expenses . This means 
that Medicare returns between 96 and 99 cents on the dollar By contrast, administrative costs 
of private health insurance range from at least 5 percent to 40 percent of benefit costs 

Poll after poll indicates strong support for Medicare across all age groups While they may be 
many years away from eligibility, there is recognition among those under the age of 65 that 
Medicare lessens the burden on families who would otherwise end up paying the medical bills — 
often enormous -- of parents and grandparents 

MEDICARE SPENDING HAS BEEN SLOWED 

Those wlio try to blame Medicare for unsustainable spending are ignoring a critical fact in order 
to impose real cost constraints on Medicare, private sector health spending must be constrained 
as well. Since the early 1980s Medicare spending growth has been cut by over $200 billion and 
strong cost containment provisions on hospitals and doctor payments have been implemented. 

As a result, for much of this period growth in per capita spending for Medicare has been below 
per capita growth in the private sector. While this trend was reversed for a two year period 
between 1992-93, HCFA indicates that a slower per capita growth in Medicare is likely to 
continue This experience amply demonstrates the need for system-wide cost containment. 
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Spending in Medicare is affected, to a large degree, by the same factors that cause unsustained 
spending growth in the private sector; intensity of services, the use of new technologies that 
allow the treatment of more complex and costlier cases, fraud and abuse, and changes in the 
population. 

The slowing in Medicare’s growth may be attributed, in part, to reimbursement and cost 
containment mechanisms that have been implemented over the past several years. The 
implementation of physician payment reform has had an impact on slowing the growth of 
physician expenditures in Medicare. According to the Physician Payment Review Commission 
(PPRC), expenditures for physician services slowed to an average rate of 3.8 percent from 
1991-93 compared to 10.5 during the preceding five years In this same period volume growth 
also slowed. 

The Prospective Payment Assessment Commission (ProPAC), has found that hospital growth 
has varied over the last several years but cost growth appears to have slowed again in 1 993 . 
Some of the decreases are due to an increase in the use of hospital outpatient services that 
constitute a growing share of the revenues hospitals receive from Medicare. This growth in 
hospital outpatient usage is proving problematic for beneficiaries because of a serious problem 
with the coinsurance calculation. 

Because beneficiary coinsurance for most hospital outpatient services is based on what the 
hospital charges, rather than on what Medicare reimburses, beneficiaries may wind up paying 
upwards of 50 percent in coinsurance for outpatient services . This has created an incentive for 
hospitals to direct more patients into an outpatient setting and shift more costs onto 
beneficiaries. As this Committee examines those aspects of the Medicare program that 
have been growing quickly, we urge you not to overlook this serious circumstance in 
outpatient services where extraordinary and unmanageable costs are being shifted onto 
beneficiaries. 

MEDICARE CHALLENGE FOR CONTROLLING SPENDING GROWTH IN THE 
MEDICARE HOME HEALTH AND SKILLED NURSING FACILITY BENEFITS 

Since 1 988, the rates of grov.lh in the Medicare home health and skilled nursing facility (SNF) 
benefits have exceeded those in the rest of the program. This has raised important and 
legitimate questions about the reasons for this growth and whether they reflect overutilization by 
beneficiaries. In our view, an objective reading of the available evidence leads to the conclusion 
that the growth rates are due, in large part, to clarifications of coverage rules in these benefits in 
the late 1980’s that previously had been very ambiguous and overly restrictive. These 
ambiguities caused artificial, as well as Illegal, constraints on the availability of these services for 
beneficiaries. For home health in particular, growth rates from 1984 to 1988 were flat and, in 
some years, actually declined. Beginning in 1989, court ordered coverage changes and the 
issuance of new intermediary coverage rules increased the number of meritorious claims 
submitted for Medicare coverage. Many similar claims previously had not been submitted by 
providers because they feared denials and having to absorb the costs themselves 

We urge the subcommittee to reject the assumption that the growth rates are the result of 
ina ppropriate utilization by beneficiaries. There is no clear or convincing evidence to support 
such an assumption. Moreover, unduly restricting access to home health services through the 
imposition of an onerous, regressive beneficiary copayment, for example, would seriously harm 
[he most vulnerable, oldest Americans — those who can least afford it 

Additional research is currently underway to investigate possible billing abuses by providers, the 
alarming variations in utilization patterns across geographic regions, and growth in the demand 
for so-called “subacute” care. HCFA also has undertaken a comprehensive study of the 
Medicare home health program, which has and will continue to recommend and implement 
reforms to improve the program’s efficiency. Preliminary evidence from researchers at Duke 
University supported by HCFA suggests that growth in the use of home health has occurred 
among patients with very serious health problems and that cost substitutions may be occurring, 
as well as positive age-adjusted reductions in long term institutional use These important 
initiatives are aimed at identifying the real causes of any problems and proposing targeted and 
appropriate solutions We urge this committee not to simply impose short-sighted budget cuts 
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in these programs as a way of complying with arbitrary targets to pay for tax and deficit 
reductions If there is abuse of these benefits then we must address it -- but we should act 
based on a sound diagnosis rather than only symptoms. 

Background — Medicare Home Health and SNF — To qualify for Medicare home health 
coverage, a physician must certify that the care is medically necessary and that the client is 
homebound and in need of only intermittent or part-time care skilled care (skilled nursing or 
therapy). The need for assistance with daily living activities does not trigger coverage. Persons 
who need daily care for more than a few weeks also are denied coverage. 

To qualify for Medicare SNF coverage, a beneficiary must have had a recent prior 
hospitalization of at least three days. The services needed must be skilled (not custodial) and 
medically necessary The most common diagnoses for SNF Medicare patients are strokes and 
hip fractures. Coverage is limited to 100 days per spell of illness. On average, the length of a 
covered stay is approximately 30 days A copayment of $89 50 is imposed for days 21-100. 
Rather than basing this copayment on the cost of care, it «s based on a formula equal to one- 
eighth of the hospital deductible amount. In many areas of the country, this coinsurance 
amount exceeds what most would consider to be a reasonable daily rate relative to actual 
daily SNF costs, fn other words, beneficiaries often are paying — out-of-pocket — more 
for this benefit than it is actually worth. 

The Medicare home health and SNF benefits are designed primarily to provide rehabilitation, 
typically after a hospitalization While all SNF stays follow a hospitalization, approximately 
two-thirds of Medicare home health users begin their episodes of care within 30 days of being 
discharged from an inpatient stay. According to ProPAC, almost 70 percent of Medicare 
beneficiaries hospitalized in 1990 with a hip fracture received post-hospital care from a SNF, 
Home Health Agency (HHA), rehabililaiion hospital, or some combination of the three. Access 
to these services is critical to proper recuperation and the ability to remain in the community. 
Such access also permits hospitals to discharge patients earlier and in a more unstable condition 
than in the past, thereby saving money both through hospital length-of-stay and reduced 
readmissions Between 1979 and 1991, for example, average length of stay in hospitals for 
persons over 65 years of age declined from 10 8 days to 8 6 days. 

Problems with the Medicare Home Health and SNF Programs in the 198Q’s — When the 
Medicare hospital DRG prospective payment system was enacted in 1983, it was anticipated 
that use of post-hospital care would increase in order to care for patients who were being 
discharged from the hospital sooner than in the past, but were still in need of care Indeed, since 
1983, researchers have documented the increasing severity and instability of illness among 
patients in nursing homes and receiving home health care 

However, instead of the expected increase in SNF and home health utilization after DRGs were 
implemented, the opposite occurred. The number of SNF days per patient dropped 25% from 
1984-1986 An average of one-third of all claims for SNF coverage were being denied. 
Moreover, the denials were not consistent throughout the country, A claim accepted by an 
intermediary in one area would be denied by the same intermediary in another Denial rates 
ranged from 10% in Denver to over 40% in Boston and 60% in New York. Within the same 
region, different intermediaries were making different decisions on similar claims. 

The experience with Medicare home health utilization was similar. Home health was expected 
to increase once DRGs were implemented, but it did not. A 1988 CBO analysis reported a $2 
billion reduction from projected spending on Medicare home health services between 1 984 and 
1988. The number of Medicare home health denials of coverage increased from about 186,000 
in 1 985 to 408,000 in 1 987. Since providers generally must absorb the cost of services rendered 
for submitted claims that are subsequently denied, the impact of provider behavior was 
substantial. According to one study. “The 1980’s witnessed a serious crisis with denial of 
Medicare claims for home health benefits, threatening access to home health care for aged and 
disabled Americans.”^ Unexplainable variation in HHA denial rates among regions was also 
problematic. According to GAO, in the late I980’s "HCFA’s quarterly data on denials of home 


' kinney. Ekanor, «t al, "Home llealUi Agency Rnponu uxhc M«d>carv Claim Denial Crius ofliit 1980x," Indiana University School of Law, 
June 1989 (pg. v) 
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health agency bills show significant variation of denial rates among HCFA regions As a 
result, according to a 1989 report to Congress 

“beneficiaries and providers were increasingly confiised about Medicare coverage 
criteria; a ‘chilling effect’ set in, causing HHAs to reduce the number of services 
provided to a beneficiary in an effort to avoid costly denials, and a lack of trust 
existed between HCFA, FIs. and the provider community 

In a 1987 GAO report which surveyed 850 hospital discharge planners, 97% reported having 
problems placing Medicare patients in skilled nursing facilities, and 86% reported problems with 
home health placements. The discharge planners cited Medicare rules as the most significant 
barrier to placement of patients in SNF and home health 

Changes to Clarify Medicare Home Health and SNF Coverage Rules — In 1987, Medicare 
beneficiaries, with support from providers and AARP, sued the Department of Health and 
Human Services, claiming that improper administration was resulting in arbitrary denials of 
home health services to eligible beneficiaries. In August. 1988, the United States District Court 
for the District of Columbia ruled that thousands of Medicare beneficiaries had been denied 
Medicare home health coverage illegally as a result of improper administration of the benefit 
Duggan v. Bowen . 691 F.Supp. 1487 (D D C. 1988). The court invalidated HCFA's policy of 
restricting all home health coverage to four or fewer days per week To implement the ruling, 
HCFA agreed to cover skilled care, therapy, or home health aide services in any combination, up 
to 28 hours per week, and up to 35 hours upon individual determination by the fiscal 
intermediary of the reasonableness and necessity for the additional care. HCFA also agreed to 
rewrite ihe Medicare Home Health Coverage Manual , consistent with the court's order. 
Implementation of the court’s order has resulted in increased access to home health coverage for 
Medicare beneficiaries. These, however, are appropriate, needed services , to which beneficiaries 
are legally entitled. 

AARP and others also pressed HCFA for correction of the unacceptable ambiguities and 
variations in SNF coverage and demonstrated how the guidelines failed to reflect the legal 
standards under the Medicare law. HCFA published revised guidelines in 1 988, which are 
faithful to the law and regulations and which, for the first time, offered concrete guidance to 
intermediaries on how to evaluate claims Those guidelines have resulted in appropriate 
increased coverage, so that needed and covered services are provided to beneficiaries. 

A March, 1994 ProPAC report concluded that the growth in Medicare home health “can be 
attributed primarily to coverage guideline changes and other administrative factors affecting 
use."* The report goes on to say that the coverage changes “resulted in more people receiving 
home health services and more services being provided per beneficiary." (See attached Chart 1 ). 
The “administrative factors" referred to represented long overdue improvements and 
clarifications in the benefit; they were implemented in 1987 and included (1) elimination of an 
arbitrary rule imposed on fiscal intermediariesfFIs) that had provided strong incentives for them 
to save five dollars through medical review claims denials for each dollar spent reviewing the 
claims (so-called 5 to 1 “savings-payback ratios"), (2) providers were given better information 
about why claims were denied so they could avoid future mistakes, and (3) providers were given 
the opportunity to supplement claims submissions so that they would no longer be denied merely 
because necessary information was missing. 

In part, recent program growth could be interpreted as “catching up" to where it would have 
otherwise been but for efforts between 1984 and 1988 to illegally or unfairly limit growth. 

Increases in Provider Participation — Another important factor contributing to program growth 
that resulted primarily from the home health and SNF policy clarifications was increased 
provider confidence and participation in these programs For example, the number of Medicare 
certified HHAs increased from 5,780 in 1991 lo 7,360 in March 1994 — an increase of over 27% 
in a relatively short period of lime. The number of Medicare certified SNFs increased from 
6,451 in 1985 lo 1 1,309 in 1993 — an increase of 75% in 8 years Increasing provider 


^ GAO, IncToiing Dcniab of Home Hcilth Cliims Dunng 19H6and 1987 . HRD-90-148R; January 1990 (page 22) 
^ AdviMiry Cornnuaec an Home llcahh CUiina. U S DHHS.July I989<jiage9). 

* PioPAC. litfarim AiuKaa of Pi\Tneii1 Rtform for Home Health Servicn. C-94-02. Match 1994 {page 8). 
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participation, in general, is a positive trend Not only does it afford beneficiaries access to care, 
but new small businesses and jobs are created, which benefit our economy Reductions in entry 
barriers improve the market and should increase competition, leading to better services, lower 
prices and greater geographic distribution Tn the past, for example, residents of some rural 
areas had a very difficult time finding these services because they simply were not available. 

Between 1 980 and 1 993, hospital-based HHAs (as opposed to free-standing agencies not owned 
by hospitals) grew from 1 2 3% to 27% of all HHAs. During that same period, growth of 
proprietary HHAs was even more dramatic — from 6 . 4 % to 48 % of all HHAs Data indicates 
that proprietary agencies have longer episodes of care and provide substantially more visits per 
episode than non-profit agencies In all likelihood, this change in the composition of the 
provider community also contributed to program growth 

Without question, improvements in the SNF Medicare program also boosted provider 
confidence and participation According to a 1992 ProPAC report 

“The [SNF] Medicare program may also seem relatively unattractive because of the 
administrative burden associated with it. Under Medicare, coverage determinations 
are made by the fiscal intermediary after a patient has been admitted. Retroactive denial 
of Medicare coverage is not uncommon. For this reason, nursing homes may be 
reluctant to admit Medicare patients in favor of private pay or Medicaid patients. 
Ho'A'ever, this problem has been rectified somewhat by the 1988 coverage guidelines 
clarification (emphasis added] 

The report also cites the Medicare Catastrophic Coverage Act (MCCA), which eliminated the 
prior hospitalization requirement in 1988, as a factor contributing to increased provider 
participation It found that “Even though MCCA was subsequently repealed, the higher number 
of Medicare certified beds remained, probably due to the impact of the clarification of coverage 
guidelines OBRA '87, which eliminated the distinction between SNFs and ICFs, also 
contributed to the increase in participation because facilities no longer had to increase staffing or 
services to become Medicare certified. Currently, nursing facilities’ interest in the growing 
“subacute care” market, which is paid primarily under the SNF Medicare program, continues to 
contribute to growth in participation 

Advances in Technology in Post-Acute Care — Several imponant new technologies have 
enabled Medicare beneficiaries to leave the hospital earlier and receive appropriate care in a less 
expensive setting. For example, home infusion therapy became available in the early 1 980’s and, 
for the first time, permitted cancer, organ transplant and heart failure patients, as well as those 
needing intravenous antibiotics, pain medication and parenteral nutrition to receive care at home 
In addition, home ventilators are now more compact and convenient, enabling many who had 
previously been dependent on heavy machinery to stay at home. 

Nursing facilities’ interest in subacute care has also been dnven, in part, by the availability of 
new technologies. According to a recent HHS report: ’Technological advances have made it 
possible for medically complex and/or technologically advanced services previously provided 
only in acute care hospitals to be more frequently delivered in non-hospital settings 

Billing Abuses in the Medicare Home Health and SNF Programs — Fraudulent and abusive 
billing practices currently cost our nation’s health care system over $100 billion a year. 

Although no part of the health care system seems to be immune, major patterns of abuse have 
been found to exist in the use of durable medical equipment (DME) during SNF stays, and in the 
home health care industry. 

An October, 1 994 report by the HHS Office of the Inspector General found that between 1 99 1 
and 1992 over $19 million dollars was incorrectly allowed for durable medical equipment billed 
to Medicare during stays at skilled nursing facilities Moreover, the report found that incorrect 
equipment billings during a skilled stay turned out to be for items prescribed for use before or 


ProPAC. Mfdicare'a Skilled Nurtma Facility PavmgnC Rtfomi. C-92-OI: Mfcii 1992 /japr 4Qi 
^ Ibid., page 38. 

DHHS Office of the Assistant Secretary for Planning attd Evilwlicin. Subaewe Care: Police Synthesis and Research Agenda. 1994 (page I). 
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after the stay had actually occurred. A companion report issued that same month also seriously 
questioned the appropriateness of shifting millions of dollars each year for SNF services covered 
under Medicare Part A to Part B, creating additional beneficiary liability. 

The GAO has also been working on a report to look at SNF Part B billing practices. 

Preliminary findings last year indicated serious abuses. 

Similar instances of abuse can be found in the home health care industry. Sen. William Cohen 
(R-ME) issued an investigative report in July, 1994 which found several abusive billing 
practices, such as billing for services not rendered and kickbacks to referring physicians. In his 
report Sen. Cohen stated, “Home health care has tremendous potential to decrease costs of both 
acute and long-term care and to enhance patients’ quality of life. It also, however, presents a 
disproportionate opportunity for abusive practices, hidden from medical professionals and 
overseers who cannot watch delivery of care at home.” 

Long-Term Estimates of Medicare Home Health and SNF Growth — Since the major causes of 
growth in the Medicare home health and SNF programs can be attributed to improvements in 
program administration in the late 1980’s, the substantial rates of growth in these programs are 
likely to be short-lived. Many predict that growth in the home health program, for example, 
will soon flatten by itself, without any legislative or regulatory reforms. Just last month, 

HCFA projected that next year, growth rales in Medicare home health benefit payments 
would decline by almost one-third, from 18.9% for 1994-1995 to 12.8% for 1995-1996. 
During this same period, Medicare SNF growth rates are projected to decline bj 36%, from 
26.9% to 17,1%. 

In our view, the greater concern lies with controlling the relatively more rapid SNF Medicare 
growth rates. According (o ProPAC: “Between 1995 and 1999, home health expenditure 
growth is projected to level off at an average annual rate of 9 8% per year.”* In addition, 
HCFA's Office of the Actuary has projected that, after 2002, annual growth in Medicare home 
health expenditures will level off at approximately 6.7% and annual growth in the number of 
visits received by beneficiaries will level off at approximately 1.5%. (See attached Chart 2) 

While we acknowledge that projections that far into the future are quite speculative, they do 
help to show that most experts believe that current growth rates won’t be sustained. In our 
view, these estimates clearly demonstrate that drastic measures are not needed to slow the future 
rate of growth in the Medicare home health program, but action to root out abuse should be 
undertaken - and vigorously 

Need for Additional Analysis on the Causes of Program Growth — Clearly, the recent rates of 
growth in the Medicare home health and SNF programs have not gone unnoticed The 
programs are being closely scrutinized by the Office of the Inspector General, the General 
Accounting Office, the Office of the Assistant Secretary for Planning and Evaluation, ProPAC 
and HCFA. In fact, HCFA recently launched an extensive Medicare home health initiative 
designed to provide a comprehensive assessment of the program. Among the slated goals of the 
initiative, in which AARP has been a participant, are enhancing efforts to detect fraud and abuse, 
improving the efficiency of the program’s administration and operations, facilitating appropriate 
utilization of home health services, and ensuring appropriate payments for the benefit 

There are also some dramatic regional and stale variations in the growth and use of the benefits 
that need further investigation. For example, according to a recent report by Mathemaiica 

“Consistent with earlier studies, we found a threefold difference in the (nonregression- 
adjusted) use of Medicare home health services betw'cen the East South Central region 
of the United Slates (Alabama, Kentucky, Mississippi, and Tennessee), where episodes 
included 95 visits and were 180 days long, on average, and the Pacific region (Alaska, 
California, Hawaii, Oregon and Washington), where episodes included 28 visits and were 
60 days long, on average. Home health use was also markedly higher than average in the 
West South Central region (Arkansas, Louisiana, Oklahoma, and Texas) and markedly 
lower in the Middle Atlantic region (New Jersey. New York, and Pennsylvania).”’ 


^ Supra, mM 4 ai 13. 

^ Malhcmalica Policy {tesearch. Inc., "Patient, Agency, and Area Characteristics Auocnted with Regional Variations in Ihe Use of Medicare Home 
Health Services," September 1994 (page \ivX 
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There are a variety of ways to assure appropriate utilization without harming beneficiaries in 
need of care For example, consideration should be given to expanding the role of physicians, 
who are responsible for certifying that services are medically necessary This may be particularly 
timely since, as of Januarv' i , physicians can now bill Medicare for care plan management and 
oversight for patients receiving home health benefits. The OIG documented a serious absence of 
physician visits to man)' SNF residents in 1991-1992 

In addition, Peer Review Organizations (PROs), which have not been empowered to carr>' out 
their statutory obligation to review the appropriateness of Medicare post-acute care, could do 
more in this area. 

Payment reform iniliarives also have the potential for making programs more efficient The On 
Lok and PACE demonstration programs, w'hich are experimenting with capitated payments for 
(iiese sciA'ices vMthin an miegrated system, should be expanded and thoroughly evaluated 
Findines from studies and demonstrations on prospective reimbursement for Medicare home 
heath and SN’F serv ices could also lead to constraints on program costs Prospective payment 
for SNTs seems more promising m the short term and we urge that particular attention be paid 
to Part B payments, which have not been subject to the same cost limits as tho.se in Part A We 
also look forward to evaluations resulting from home health demonstrations on per-episode 
reimbursement Any new payment systems, however, must include adjustments for case-mix so 
that there are not disincentives to treating patients with heavw care needs. 

Proposals to Impose a New 20% Medicare Home Health Coinsurance - Under current law, 
there is no coinsurance for persons who use Medicare home health services This is intended lo 
encourage the use of more effective, less costly non-institutional services. Some members of 
Congress have proposed (he imposition of a new 20% coinsurance on users of Medicare home 
liealth In our view, such a regressive proposal would create great hardship among the most 
vvilnerable Medicare beneficiaries -- particularly older, lower income women The group likely 
to suffer the most is the approximately 24% of users with incomes between 100% and 150% of 
poverty - too high to qualify for protection under the Qualified Medicare Beneficiary (QMB) 
program, and too low to be able to afford a Medigap policy to cover these new oul-of-pocket 
costs. AARP opposes the imposition of a new 20^o home health coinsurance because, 

• In effect, this new out-of-pocket payment vvould be a new "sick fax” on the most frail and 
vulnerable elderly and disabled Americans - those who can least afford it. 

• The new coinsurance would be unaffordable for most of the frail, lower income seniors who 
need these services. Almost 80% of all Medicare home health users have annual incomes of 
less Than $15,000. Approximately 24V* have Incomes between 100% and 150%ofthe 
federal poverty line (almost one million beneficiaries in 2002). Most of these vulnerable 
older Americans would no longer be able to afford these valuable services 

• For the average Medicare home health user, a new 20% coinsurance would require them to 
pay an additional $1,300 out-of-pocket in 2002. The coinsurance amount for approximately 
740,000 Medicare beneficiaries would be over $4,200 in 2002 This latter group are the 
very frail individuals who need and use home health care the most, primarily lower income 
older women 

• Home health users with incomes above lOOV* of poverty ($7,360 for singles and $9,840 for 
couples in 1994) would be required to pay a proposed coinsurance. Under the QMB 
program, the state and federal governments would pay the coinsurance for those with 
income below these amounts. In reality, the QMB program provides inadequate protection 
even for those who are eligible, due to inadequate outreach and states’ difficulty paying for 
such an “unfunded mandate.” Moreover, new unfunded mandates legislation raise questions 
about whether states would be required to cover new costs for the QMB population at all. 

• The proposal is penny wise and pound foolish because many beneficiaries who could not 
afford the coinsurance and failed to receive needed services would be forced into nursing 
homes or hospitals Those who could afford the new coinsurance would also spend down 
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onto Medicaid more quickly. State and federal governments would likely end up having to 
spend much more than they would without the new coinsurance 

Before instituting such a regressive tax under the guise of reducing illusory, unproven 
overutilizalion, we hope that the members of this subcommittee will thoroughly explore 
alternative methods for improving program efficiency that will not inflict such great harm on the 
oldest, most vulnerable members of our society. 

CONCLUSION 


Medicare is an extremely successful and popular program that provides essential services for 
older and disabled Americans. Adimnistralion of the program has been more efficient than many 
think and costs have also been effectively contained, although improvements can be made in 
both of these areas. Medicare home health and SNF growth rates raise legitimate, serious 
questions about the operation and administration of these important sub-acute benefits. We 
would be pleased to work with members of the subcommittee to discuss mechanisms for 
improving the efficiency and cost effectiveness of the Medicare program 
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Chairman Thomas. Thank you very much, Mr. Lehrmann. 

Mrs. Johnson from Connecticut will inquire. 

Mrs. Johnson. Thank you, Mr. Chairman. 

I appreciate your testimony today, but I hope that in the next 
few months, you will think far more aggressively about how we 
deal with the problems in front of us. 

Mr. Willging, for example, we have devoted enormous resources 
to trying to weed out fraud and abuse in the medical equipment 
area and then you see a television investigative report about back 
braces. I don’t know how government can prevent a creative pri- 
vate sector from calling up people and saying, do you have back 
pain, Medicare covers this, can’t we send it to you, and then send- 
ing them the $50 version of the back brace or $150, whatever it 
was, instead of the $10 elastic belt. 

I don’t see how you can do that through Washington. I think you 
can do that through integrated systems of care, and I share, Ms. 
Suther, your concern about HCFA’s study of home health and their 
efforts to adjust for case mix. Our experience in the past is that 
they cannot adequately adjust for case mix, and if you go to a 
capitated payment without doing that, the person who is going to 
be hurt is that isolated senior citizen who has no way of getting 
some help if they get the wrong service or if the service is denied 
or tailed off inappropriately because the agency has had a capitated 
payment. 

So I really think we ought to be far more aggressive and creative 
about how are we going to look at volume and appropriateness 
through better integration of services at the frontline level. 

I do want to pursue specifically though something that is cur- 
rently going on in HCFA, and that is their decision to require phy- 
sicians, and I have just gotten one constituent letter about this, but 
I want to put it on the record and I want to get your response be- 
cause it is relevant to what we are doing, to document every lab 
test they require over a base number, I think it is 12. Now, this 
is a proposed regulation. 

Now, particularly for the elderly, and this is the letter I got from 
a doctor who deals with a lot of people between 85 and 95 who 
come in feeling tired, well, the problem of documenting those pan- 
els, from the point of view of quality of care and also efficiency, this 
is certainly no way to manage our problem, and if you can shed 
any insight on what you think we can do better to manage the 
costs of testing as opposed to this kind of arbitrary bundling and 
heavily regulatory and redtape oriented solution, I would be happy 
to hear your comments. Dr. Sundwall. 

Dr. Sundwall. I appreciate your raising that. I had an oppor- 
tunity to testify before the Practicing Physicians’ Advisory Commit- 
tee that HCFA convenes periodically and that was especially to 
comment on this very kind of proposal. 

I am a physician and I see patients, and I can’t begin to tell you 
how silly it is, in my mind, to go backward by requiring more pa- 
perwork, not less. If I had to sit and write a paragraph about every 
test beyond the 12 channel that I need to take care of the patients 
I see, it would add hours to my paperwork, and I don’t know how 
many reams of paper itself. 
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I think there is a better way and one thing that we have rec- 
ommended to HCFA is simply to have on requisition forms an at- 
testation, a simature by the physician, that the tests ordered are 
needed. The ^ysician should be able to determine on a case-by- 
case basis, considering the patient’s clinical condition, and “attest” 
that the tests ordered are needed for diagnostic and management 
purposes. 

I just don’t think we could afford enough remlators to go in and 
review charts and second guess doctors’ judgments. Laboratory 
data is valuable in making judgments about patients’ care, whether 
they are on medication, whether you are trying to make a diag- 
nosis, or to initiate some preventive service. ACLA’s simplest solu- 
tion to HCFA’s perception of need to document necessity was an at- 
testation, some indication that the lab could keep on file. However, 
we don’t think it necessaiw nor appropriate for HCFA or lab per- 
sonnel to go into doctors’ offices and do more reviews. 

Mrs. Johnson. The final irony is they will pay physicians $15 for 
this battery and hospitals $40 for this battery, and it just reminds 
you that somehow we have to push this system down to the docks 
and the patients again if we are going to restore access to quality 
care and control cost. 

Any of you who want to get back to us further on thoughts about 
how we can better integrate care are welcome to do so. We simply 
have to take a giant step. You recommended some solid baby steps 
and I appreciate that. In the short term this year, we will certainly 
need that, but we have to really reverse the terrible trend that was 
evidenced by this recent ruling by HCFA. 

Thank you. 

Chairman Thomas. Gentlewoman’s time has expired. 

Gentleman from Louisiana. 

Mr. McCrery. Thank you, Mr. Chairman. 

Dr. Sundwall, let’s talk about this issue of 20-percent copay for 
clinical labs. The argument that you make that some of these 
claims are so small that it costs more to try to collect than the 
copay you get in is, I think, one for us to look at, and consider. Can 
you help us with that? Is there a way that we can avoid that prob- 
lem and yet institute the discipline of the 20-percent copayment on 
larcer claims? 

Dr. Sundwall. Well, I think that on larger claims, there is an 
incentive to go after that. We have done some very preliminary 
analyses (or some of our members have) and the impression is that 
the administrative costs required to sdbmit those bills, the cost of 
sending out letters, and then the predictable percentage of 
nonpayment of the bills sent, means it just wouldn’t be in our eco- 
nomic interest to collect the copayment. Coinsurance would simply 
amount to an additional cut, a cut in payment for lab services. 

If there is a copayment that is of sufficient size for someone to 
go after, it pays for them to invest in the administrative cost to col- 
lect it. I think there are other ways to get efficiencies and to make 
sure there is appropriate use of laboratory services, and those are 
the things that we are working on with HCFA. I personally believe 
clinical practice guidelines will help ensure that doctors are only 
ordering the kinds of tests that are going to be necessaiy and use- 
ful in the patient care. 
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Mr. McCrery. Well, do you not see any value in putting at least 
a portion of the cost on the consumer when it comes to controlling 
utilization and getting the consumer more involved? 

Dr. SuNDWALL. Not when it comes to lab tests. Let me explain. 
When you are a consumer and you are making a choice about buy- 
ing something, then it makes a difference. But when you are a pa- 
tient going to a doctor, I don’t think you have much interest in nor 
an informed perspective about what kind of lab services your doctor 
orders on your behalf. 

It would be the unusual patient, I think, that would engage the 
doctor in a discussion saying, well, now, do you really need to order 
that lab test on me because I might have to pay $2 or $3 in addi- 
tion to what you are going to charge me? 

I think that there are instances when a patient really wants that 
kind of participation, but when a physician believes they need elec- 
trolytes tested, or a complete blood count, or a pap smear, I don’t 
think most patients are going to want to talk them out of it in 
order to save some money. 

Mr. McCrery. Well, again, I am of the opinion that we need to 
get the consumer — ^the patient — ^more involved, and perhaps if we 
couple medical malpractice reform with a copayment reform, then 
we will get a better interchange between the physician and the pa- 
tient; that dialog will take place more often, because you are right, 
in today’s marketplace, it doesn’t take place very much at all, if at 
all. Anything that you can come up with to help us solve your ob- 
jection about the small claims — ^which I think is valid. For those of 
us who want to get the patient more involved in the decisionmak- 
ing and in controlling costs generally — would be appreciated. 

Dr. SuNDWALL. I appreciate the invitation and I will be glad to 
get back to you with some ideas. 

[No information was received at the time of printing.] 

Mr. McCrery. Thank you. 

Thank you very much, Mr. Chairman. 

Chairman Thomas. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Willging, I wanted to ask you, looking at your chart over 
there, comparing the skilled nursing facility with a hospital, how 
much of the health care dollar can be saved by utilizing a skilled 
nursing facility versus a hospital? 

Mr. Willging. In this particular area called subacute. Congress- 
man Christensen, that is, services traditionally provided only in 
the hospital which can be, we now find, provided, in a subacute unit 
in a skilled nursing facility, not all skilled nursing facilities, but 
those that have geared themselves to subacute, there is a potential 
savings of up to $9 billion per year. Abt Associates did a study 
which took 62 DRGs and put together panels of clinicians asking 
themselves how many of these DRGs really require, as the law 
specifies, 3 prior days in a hospital before one can move that pa- 
tient into a subacute unit in an independent nursing facility. They 
found five DRGs required no hospitalization at all and that would 
be an automatic savings of $500 million per year if patients were 
allowed to be admitted directly into a nursing facility. 

Of the other 57, they found that most of them did require a hos- 
pital stay to stabilize the patient, but that stay required only a day 
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or two and that they could then be moved immediately into these 
subacute units. Now, when we are talking about a subacute unit 
providing the same day of care at commensurate levels of quality 
for one-third to one-half of the comparable day in a hospital, we are 
beginning to talk about big bucks and the potential is $9 billion per 
year, even if you subtract the costs to the hospital of keeping a bed 
vacant, you are still talking about $7.5 billion per year. Now, that 
is on the outside, but that is a lot of money. 

Mr. Christensen. I would be interested in looking at that report. 
You say that is a study? 

Mr. WiLLGiNG. It was completed about 6 months ago. We would 
be happy to supply one to you, sir. 

[Due to its size, the information is being held in the committee 
files.] 

Mr. Christensen. Besides the $7.5 to $9 billion that you have 
just talked about, what other proposals might your industry have 
for the committee in terms of streamlining Medicare and making 
it more efficient and saving some dollars? 

Mr. WiLLGiNG. Certainly if you want to move beyond the concept 
of managed care and the use of subacute, which is the big one, 
there are still numerous others that we have been working with 
this committee and the Senate on, the development of a prospective 
reimbursement system, for example, for the SNF benefit. 

While hospitals moved to protective reimbursement 12 years ago, 
the Medicare program still pays on a cost reimbursement system. 
One, it is inefficient. Two, it doesn’t provide flexibility to be able 
to adapt to the varying needs of the residents, and three, it pro- 
vides no predictability whatsoever. 

We think that is extremely important. There are some arcane 
provisions in the law which none of us really understand where 
they came from. For example, a nursing facility may not hire res- 
piratory therapists. We are not sure why. We can hire physical 
therapists, occupational therapists, speech therapists, but we may 
not hire respiratory therapists, so if a nursing facility needs to put 
respiratory therapists on them, it needs to hire them through a 
hospital with the inevitable billing that the hospital then adds on 
to the total. 

Those are the kinds of fairly obscure regulations that if elimi- 
nated would bring immediate cost savings. 

Mr. Christensen. I wish the members of the last panel were 
here. I wanted to hear their comments regarding what you just 
said just to see if they are in agreement or if there is contrary opin- 
ion. 

Dr. Sundwall, would you have an opinion on those two questions 
or not, what he has just stated? 

Dr. Sundwall. Well, I think that, as you have implied, we have 
to look at a new way of doing business. When it comes to labora- 
tory work, I think the greatest promise really does lie in getting 
consensus on what is necessary for every stage of a person’s life for 
preventive health or for disease management. That is why clinical 
guideline development and outcomes research are so important. 

But I do want to make a point, and this may sound self-serving, 
but I don’t think there is a whole lot of lab work that is done that 
is not needed. If you are a patient, you don’t want your doctor fly- 
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ing blind, that is, without information about your body or your 
health. Lab services are a bargain. They give you a bunch of infor- 
mation about your metabolism, what disease process might be 
going on, so we don’t want to discourage that. What we need to do 
is make certain that what is ordered is needed. 

Under Medicare, I don’t think we see overutilization of lab serv- 
ices because we have direct payment to the lab services so the doc- 
tor doesn’t have a financial incentive to order excessive testing. In 
fact, like I said in my testimony, where we have States where all 
insurers bill directly to the lab, the way Medicare requires, you get 
a lower utilization of lab services because there is no incentive eco- 
nomically to do more than the physician feels like they need. So 
those are the things I think we need to look at. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you very much. 

The gentleman from New York, Mr. Houghton. 

Mr. Houghton. 'Thank you, Mr. Chairman. 

I would like to ask a couple of questions. The first one involves 
technology. Mr. Lehrmann talked about the use of technology, ad- 
vances in technology in his paper, and yet it seems to me that 
there is some problem here in some of the working out of the pay- 
ment schedule, because, you know, it has been urged that new 
technologies drive down the costs associated with many tests, and 
I have Imown this particular instance, I won’t give you a litany of 
those, and yet HCFA for many years pays the costs associated with 
the old technologies, and I want to know how you feel about that. 
Now, that is question number one. 

The other question is, it doesn’t seem in any of the testimony, 
and maybe even in our questions, that we are really getting at the 
basis of the incentive to close the gap between the people who pay 
and the people who receive, and would there be a possibility of con- 
sidering, and this is a little bit off the wall here, but I ask you, 
since you are the experts here, to create a system where we could 
give people a sufficient amount of money to cover them under nor- 
mal circumstances, just outright, pare that down so it is reason- 
able, and yet at the same time have on top of that a catastrophic 
plan so they will not fall off the cliff, any way to create an incentive 
to pull the costs back and have the people who were involved in 
receiving the treatment be part of the system? 

So those are two questions. Maybe you can — any of you that 
would like to answer those. 

Dr. SuNDWALL. Let me take a crack at the first one. I really 
think there is a problem with continuing to pay for technologies 
which may not necessarily be outdated or outmoded, but that have 
been improved upon. 

It seems as though we keep doing additive reimbursement for 
medical services, whether it be for imaging or various kinds of care. 
I think that the committee and HCFA might gain some significant 
savings if they would reimburse only for the most effective tech- 
nologies without paying for every component of stepwise or additive 
technologies. 



215 


Mr. WiLLGiNG. Let me take a crack at the second. Then I will 
probably do it in terms of a personal viewpoint rather than rep- 
resenting any particular industry. 

I think one of our problems, and this has bedeviled me for years 
and I have spent 25 years in this town worrying about health care, 
health care costs, including a stint as Deputy Administrator at 
HCFA, and the more we have removed the individual, the 
consumer, the purchaser, and I think this gets to Congressman 
McCreiy’s comments about copayment and coinsurance. The more 
we remove the purchaser from the financial implication of his or 
her choices for health care services, the more we see the dramatic 
cost increases we have seen over the past 10, 15, 20 years. 

And if one could develop a system, sir, whereby the government 
is there for some of the major catastrophic events, but relying per- 
haps a little bit more on the individual consumer or purchaser, and 
that may be the business, that may be the individual himself or 
herself, I think we may have a better system. 

I do believe strongly that financial incentives are the most criti- 
cal and impelling incentives we have. And as we take away from 
the individual who buys the service, who makes the decision, the 
incentive or the disincentive, I think we find ourselves in the di- 
lemma we are in today. 

Ms. SUTHER. I would like to address that also, sir. 

I think in the health care industry, we are quite different from 
all the other industries in the country, or at least the efficient ones, 
and that is, form follows function in every industry except ours and 
in government, emd in health care, form follows reimbursement, 
and I think that we have to look at things in a more basic way and 
look at form following function as opposed to following reimburse- 
ment and start over with that system, and again, that is my own 
opinion, not that of NAHC. 

I think that can be done through incentives, both to providers 
and incentives to users of services. 

Mr. Houghton. Mr. Lehrmann, do you have any comments? 

Mr. Lehrmann. Well, one has to look at the program as far as 
Medicare is concerned. In the first place, why was it devised? Be- 
cause costs were outstripping what older persons could afford back 
in 1965, so we reached the point at that time to try and devise a 
system to put everybody under the umbrella, those over 65 and 
those that were disabled. I believe it is a system that has been ef- 
fective over the years. 

I think perhaps if there are factors that relate to costs that we 
are trying to get at, then we ought to look at ways of functioning 
within the health system for all persons that will bring this to re- 
ality. 

There are some adjustments that could be made and we certainly 
think that we could look at some of those as ways of improving the 
system. 

However, to move from that system to a broader approach where 
you involve individuals, I would have to raise some share of con- 
cern because we are dealing with many very elderly people who 
have limited ability to make decisions, the kind of decisions you are 
talking about. The kind of competitive arrangements we are talk- 



216 


ing about do not exist in many parts of the country, and so we have 
to be very careful as we take each of these steps. 

We also have to take a look at it on a bread base. We have to 
involve the entire health care system, not just that dealing with 
Medicare and older persons. If we do that, then let’s take a look 
at the whole thing. 

Chairman Thomas. Mr. Johnson of Texas. 

Mr. Johnson. Thank you. 

Ms. Suther, you talked about how home health care was a tough 
nut to crack, I guess, and my question is, with all the discussion 
we have had today, the Florida incident that the IG talked about 
and the lack of coverage on certain items in areas, is the mandate 
of Medicare such that it is not sufficiently flexible to take care of 
new innovations and/or does everybody out there understand when 
they are filling out the piece cf paper to get reimbursed what they 
are doing? Is there as much fraud out there as they are trying to 
make believe, or is it that some of the people just don’t understand 
the system when they are filing returns? 

Ms. Suther. I think it is both. I think there are those that do 
not understand the system. There are some States that do not have 
sufficient criteria for running a home health agency and in those 
States people just simply don’t understand the system. I think 
there is a {a\r degree of flexibility, and I think that the paperwork 
has been reduced more in the last couple years than it had in the 
previous 20. 

I think that there is fraud out there. I think it is a minority of 
providers that are providing fraudulent services. Unfortunately, 
some of them are large. And unfortunately, the IG’s office has not 
had the manpower to follow up on that. And to that end, our asso- 
ciation has been recommending a private right of action under Fed- 
eral antikickback laws to supplement the limited resources of gov- 
ernment enforcement agencies so that in the event that we know 
of fraud in the industry, we can report that to a private enforce- 
ment agency and go against it, because right now if I know of a 
State case of fraud, I can call the State Medicaid office and that 
gets taken care of. It gets taken care of immediately. But if I call 
the IG’s office that may not happen, there is so much out there, un- 
less it is an awful lot of fraud, they don’t have the manpower to 
take care of it. 

Mr. Johnson. Or there is no response from the Federal agency? 

Ms. Suther. They respond. They just simply don’t have the man- 
power — they put it on a waiting list. 

Mr. Johnson. How much contact do you have with the IG in 
HCFA? 

Ms. Suther. I have contact with HCFA through the association. 
I chair the Prospective Pay Reimbursement Committee and have 
worked with HCFA very closely since its inception, even back to 
the old Social Security Agency and they have been very responsive 
to the degree that they can respond. HCFA has, within the law, 
they have been extremely responsive. 

Mr. Johnson. Are you suggesting that the State is doing a better 
job than the Federal Government because they have more people? 
Is that what you are saying? Or are you suggesting that the Fed- 
eral Government could turn it over to the States? 
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Ms. SuTHER. Neither. I am suggesting that in Medicaid home 
care, which is only 1 percent of the budget in the State of Texas, 
so it is very rare tnat I would find a case. So that the one case that 
I may find, there is staff to take care of it. 

Mr. Johnson. They investigate those homes a lot and have run 
into some problems with some of them, the elderly care homes. 

Ms. SuTHER. In the home care, we don’t have but 1 percent of 
the budget, though. 

Mr. Johnson. I understand. That is different from what we are 
talking about. 

Ms. SuTHER. Right. And the other thing that could be done, I 
think is prospective pay. If done properly, that could eliminate 
abuses and some fraudulent activities as well. 

And it is not that we aren’t happy that HCFA is doing this study. 
There are some things that need to happen to that study to make 
it predictive of cost, because it doesn’t make any difference unless 
you know what makes a difference in cost, it doesn’t do any good 
to come up with a very elaborate regression analysis. 

Mr. Johnson. Do you find the doctors responsive to you in the 
home health? 

Ms. SuTHER. Very responsive. 

Mr. Johnson. OK, thank you very much. 

Thank, you, Mr. Chairman. 

Chairman ’Thomas. Thank you, Mr. Johnson. 

Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Let me thank all the witnesses for their testimony. I first want 
to mention to Mr. Doherty in regards to your efforts and your orga- 
nization’s efforts to curb fraud and abuse, we appreciate very much 
the suggestions that you brought forward in prior Congresses, and 
we hope that you will continue to bring forward suggestions from 
your industry in this area. It has been helpful to us before and I 
personally thank you for the working relationship that we have 
had in this area and hope that we will continue it in this Congress. 

Mr. Willging, I have a question on the 3-day rule. I have noticed 
in vour written statement that you comment that there are poten- 
tial cost savings to Medicare if we could have waived the 3-day 
rule. I have been very interested in this issue. We had some mat- 
ters put in the last bill that started to go through our committee 
to start a pilot program in this area. I am just curious as to how 
much savings you believe we could gain for Medicare if we don’t 
have the 3-day rule requiring the patient first to go into a hospital 
setting. 

Mr. Willging. Well, it has been a long saga, as you know. Con- 
gressman Cardin, the 3-day rule. It has been our actuaries vis-a- 
vis CBO’s actuaries as to whether one should eliminate the entire 
3-day rule. 

We argue it would save countless billions and the CBO armied 
it would cost countless billions, so we learned our lesson and got 
off of sa^ng eliminate the entire 3-day rule. Rather we sat down 
and said, let’s take a look at just those DRGs which are more ap- 
propriately served in the subacute unit in a nursing facility with 
no 3-day stay or at least less than the 3-day stay, and as I indi- 
cated in prior testimony, there is a potential there for up to, I em- 
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phasize the up to, I don’t want to make promises that can’t be fill- 
filled in terras of those total dollars, but $9 billion per year. 

When it was enacted in 1966, I am sure the 3-day rule was ap- 
propriate, for whatever reason. But as technology has changed and 
as we recognize that more and more services heretofore provided 
in the hospital and capable only of being provided in the hospital 
can now be handled quite easily, not just in the skilled nursing fa- 
cility, but in home care as well. A ventilator-dependent patient is 
a very good example. We concentrate more perhaps on the geriatric 
ventilator. Home care does well with the geriatric patient. These 
are at-home remedies required given the current state of health 
care delivery, and yes, there are lots of dollars that can be saved 
by eliminating, at least selectively, the 3-day rule. 

Interestingly enough, that does not require legislation. The Sec- 
retary of the Department of Health and Human Services has the 
authority today to immediately waive all of or at least selectively 
the 3-day rule. 

Mr. Cardin. I have written the administrator a letter urging him 
to move forward on at least some pilot demonstrations. I agree 
with you, I think there are tremendous savings here. 

It just doesn’t make sense to impose this requirement where you 
can receive the care in a less restrictive environment that is going 
to save money and it is going to be better for the patient. We 
should at least be willing to experiment and move forward in this 
area, and I thank you for vour great help in that matter. 

Mr. WiLLGiNG. We thank you for your help too, Mr. Cardin. 

Chairman Thomas. I too want to thank the panel. I think it is 
the clear understanding that what we need to move into is more 
of a seamless continuum of care. 

Technology has allowed us to do a number of things for individ- 
uals in the home or in a less costly facility than we have in the 
past. We simply haven’t availed ourselves of it, and Dr. Sundwall, 
I hope that the water doesn’t rise too much higher before we can 
make sure that it doesn’t rise at all in terms of a change in the 
structure. 

The point that you folks didn’t stress that I think we need to talk 
about, and clearly we are talking about dollars and cents, and this 
is the Ways and Means Committee, and we are looking for ways 
to save money in the system, but we need to refocus our attention 
on the individuals who are receiving the services as well, and that 
is that there is a quality aspect here, if we can sort out the funding 
situation on that continuum of care, in which people are receiving 
better care in places that are more meaningful to them, hopefully 
more and more in the home. 

One of the things that I think all of us have to understand, Mr. 
Lehrmann, and I appreciate your testimony, we are faced with a 
part A hospital trust fund that is now contemplated going broke in 
2003. We have removed all of the limits off of salaries and wages. 
We now tax all of the money that people make in this program, 
and that we are now going to have to focus, if we are going to get 
more money, on increasing tax rates, and that is people who are 
working that are paying for that. 

On the part B, as you know, 75 cents out of every dollar comes 
from the general fund, taxpayers paying into the general fund. 
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Medicare, as you in your testimony focused back on in the 
midsixties, I believe anticipated a 50/50 split between the bene- 
ficiary and government. It is now at 75 cents on the dollar paid for 
by the general fund. 

All of us are concerned about those folks at the lower end of the 
income, the 100 or the 150 percent of poverty level, or the 200 per- 
cent of poverty level, but I think by the time you reach 1,000 per- 
cent of the poverty level, or 1 million percent of the poverty level, 
that we ought to begin talking about perhaps this isn’t the best al- 
location of the taxpayers’ dollar for people who can clearly take 
care of themselves. 

But the failure to focus on where the money is being spent and 
who it is being spent on by virtue of arguing about widows at home 
on SSI, I think, has allowed us a misallocation of resources, and 
I hope you will join with us as we go forward in trying to rethink 
this program that we are going to do it with sympathy and under- 
standing, but changes are going to have to be made, otherwise we 
are looking at a bankrupt program, and more and more dollars 
from the general fund going to millionaires in retirement, and I 
think you will agree that is wrong. 

Mr. Lehrmann. I understand what you are saying and I think 
that in the process of looking it over, we have to see where all of 
this fits into the overall picture in terms of how much those indi- 
viduals paid in initially into the program while they were still 
being employed, and then what they are paying in now in terms 
of the taxes that they pay to support the program. 

So we are familiar with that and that is what we have to take 
into consideration. 

Chairman Thomas. And as we move forward in integrating the 
program, I think the Tax Committee, Ways and Means Committee, 
can play a vigorous role in beginning to blend what clearly now are 
supposedly separate views, that is, medical care for the elderly, a 
lot of the long-term care for the elderly is not really medical. 

We are moving in the Contract With America some changes in 
terms of insurance policy, but there are so many categories for 
dealing with these and methods of funding that it is, I think, Mr. 
Houghton said in the middle of it, it is a very complex and difficult 
area to get your arms around. 

We need to do it because of the funding, but I think fundamen- 
tally and more importantly, we need to do it to make sure that 
folks who deserve these kinds of services aren’t in fear of losing 
them. 

We believe, as you do, there are models in the private sector that 
will give us some examples. In the area of fraud, I believe all of 
us believe we are dealing with not just a minority, a significant 
percentage of the minority, and our job is to make sure that those 
people don’t define the field for us, and I want to thank all of you 
for your testimony and look forward to working with you as we try 
to move legislative solutions to these common problems. 

Thank you very much for your attendance. 

[Whereupon, at 2:27 p.m., the hearing was adjourned to recon- 
vene on Tuesday, February 7, 1995 at 2 p.m.] 




INCOME RELATING THE PART B PREMIUM OF 

MEDICARE 


TXJESDAY, FEBRUARY 7, 1995 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Health, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 2:08 p.m., in room 
1100, Longworth House Office Building, Hon. Bill Thomas (chair- 
man of the subcommittee) presiding. 

Chairman Thomas. The Health Subcommittee will come to order, 
please. 

Today, the Health Subcommittee continues its examination of 
Medicare policy with today’s hearing on income relating the part B 
premium. The subcommittee’s task is to answer two questions: 
One, should taxpayers who now fund more than three-quarters of 
the cost of Medicare part B benefits through the ^neral fund reve- 
nues subsidize other Americans who can well afford to pay more 
of the tab for their own care. And if the Congress should relate part 
B premiums to income, what are the design issues raised for such 
a change in the law. 

Currently, almost all Americans entitled to Medicare enroll in 
part B. They pay a monthly premium which currently is $46.10, 
and receive coverage for 80 percent of the cost of physician and 
other outpatient services after they satisfy an annual deductible of 
$ 100 . 

All Medicare beneficiaries pay the same part B premium and all 
receive the same benefits. 'This is a one-size-fits-all program, with- 
out regard to the income or means of any individual enrollee. This 
may have made sense in 1965 when beneficiaries paid half the cost 
of their part B benefits and the other half came from the general 
fund. 

However, today, $46.10 covers less than 30 percent of the per 
beneficiary cost of the part B, and this number will shrink to 25 
cents on tne dollar in 1996, and even lower after 1997. Eventually, 
if you carry that out, the premium payers will contribute 8 cents 
or less on the dollar to the cost of their part B benefits, and the 
taxpayers of the future, our children and grandchildren, will have 
to pick up the rest, if they can. 

Furthermore, Medicare part B has grown by 26 percent since 
1980, and it will cost more than $205 billion by 2005 or almost 2 
percent of the Nation’s entire gross domestic product. 

Medicare part B, despite the cost sharing with the beneficiaries, 
is a major contributor to the deficit and, therefore, without 
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changes, a major impediment to balancing the Federal budget in 
the next 7 years. 

It is also worth underscoring that the financing of Medicare part 
B is fimdamentally different from the funding of Medicare part A. 
With few exceptions, Americans earn the right through the payroll 
taxes they pay to draw on the part A trust fund when they reach 
65. So part A is an entitlement we earn during our working years 
for the right to participate in part A. 

Part B, however, is a privilege subsidized heavily by the 
nonelderly taxpayers for the elderly. The public, it seems, also 
senses the need for the well-to-do elderly to pay a greater share of 
the cost of Medicare. A Kaiser Foundation-Harvard 1994 post- 
election survey reports that fully 71 percent of the voters in the 
last election support “having people over 65 who earn more than 
$50,000 a year pay more for Medicare than other seniors.” Interest- 
ingly, the result showed those who voted for Democrats in House 
races felt even stronger about income relating Medicare than did 
Republicans. 

In light of these facts, this subcommittee must address reforming 
the finance policy of Medicare part B. Of course, in reform of the 
financing of part B, we should not add to the burden of elderly 
Americans who live from Social Security check to Social Security 
check with a fixed income from whatever savings and modest pen- 
sion they may have accumulated. 

Nevertheless, the framers of Medicare did not envision that the 
part B benefits would be such a huge drain on the general fund or 
that the average taxpayer would be expected to foot the bill for 
such a large share of the costs of care for well-to-do Americans. 

President Clinton recognized the need to address this issue last 
year in recommending in his budget and health reform plan the in- 
come relating of part B. Members of both the House and the Senate 
also introduced legislation in the 103d Congress which would have 
limited the taxpayer subsidy for part B for those well-to-do elderly 
enrolled in Medicare. It is time to consider these proposals again. 

The President has been supportive of income relating part B. 
However, in the President’s most recent budget, there was a reluc- 
tance to exhibit any kind of leadership role on new or novel plans. 
Secretary Rubin said in front of the full Ways and Means Commit- 
tee this morning that, despite no specific proposals, the President 
wanted to be partners with the Congress. My feeling was that part- 
ners was similar to my wife and I in moving furniture, that is, she 
wants me to do the heavy lifting and she will tell me where to put 
it. 

Congressional Republicans and Democrats have supported means 
testing. Today we will hear testimony which indicates why it is im- 
portant and how best to structure this new Medicare financing pol- 
icy. Today’s hearing offers an opportunity to revisit this reform. 

It is important to emphasize, however, that if we income relate 
part B, it is only an incremental step in Medicare reform. It is no 
more than a downpayment on the transformation of Medicare, 
which is our mandate for this year. 

Mr. Stark. 

Mr. Stark. Thank you, Mr. Chairman. 
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I take to heart your remarks about the President’s lack of direc- 
tion, but at least he was going in one direction, unlike the Repub- 
lican proposal before us, which takes us in two or three directions 
at the same time. And if it does not utterly confuse my colleagues 
in the Legislature, it will drive the senior citizens in this country 
nuts trying to figure out what we are doing. 

I will tell you very quickly a story. I am not sure as to its truth, 
but it describes the point I am about to make. It is a story of the 
shipyard workers of Mare Island in Vallejo, Calif., who were work- 
ing on both ends of a submarine tied up at the docks at Mare Is- 
land. They like to have it level so that their coffee did not spill. 
One of the welders in the front would let a little water in the bal- 
last, and they would go to lunch and somebody in the back end 
would let a little water in the ballast. After 2 or 3 weeks, the last 
guy let a little water in the ballast and the whole submarine sank. 

That is exactly what the Republicans are doing here as they fid- 
dle and faddle with Social Security. Now, we have heard that it is 
part of the Contract to lower the tax on Social Security benefits 
from 85 percent to 50 percent on the wealthier Social Security 
beneficiaries. A great idea. My mother is all for it. I shortly will 
be all for it. 

On the other hand, as we giveth with the left hand, we are now 
having a hearing today to take away from exactly this same group 
money by raising their Medicare part B premium. I will give you 
an example from this committee’s minority — the Republicans of 
last year in their program in the health reform package. If you had 
a couple with $120,000 a year, we would decrease under the Re- 
publican proposal this year their income tax by $1,400 and increase 
their part B premiums by $1,650. 

Now, I ask you, does that make any sense? Could we not just 
deal with one or the other and not raise or lower? And the real sad 
effect is this: The amount we lower the Social Security tax by, if 
we repeal the 1990 act, if that is what it was, comes out of the 
Health Insurance Trust Fund part A, and everybody is complain- 
ing, most loudly Mr. Gingrich, that Medicare is going broke. He 
takes the money out of the trust fund when he cuts the tax on part 
A, and then raises the tax on part B and that goes to the Treasury 
and not into the trust fund. 

I would suggest that we wipe the slate clean and start over. If 
our intention is to lower the taxes for the richest of the rich in So- 
cial Security, let us do it. If our intention is to punish them and 
raise their Medicare premiums, let us do that. But for heavens 
sake, let us not compound what Rush Limbaugh already tells the 
public that we do not know what in hell we are doing and that we 
are raising taxes on one end, lowering taxes on the other, and 
speeding the bankruptcy of the Medicare trust fund. It makes no 
sense. 

Mr. Kleczka. Would the gentleman yield? 

Mr. Stark. I would be glad to yield. 

Mr. Kleczka. I just wanted to make a comment on the Chair- 
man’s contention that the President is not being a partner in deficit 
reduction and is not looking for ways to cut back on the deficit. 

I recall that about a year and a half ago the President brought 
in a very bold plan before Congress. It was Republicans who left 
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the room and left all the heavy lifting of the couches to the Demo- 
crats and the President. Now that they own the home, they want 
us to continue the heavy lifting while they still take a walk. No 
deal, Mr. Thomas. 

Mr. Stark. Reclaiming my time, I just want to say that I could 
support — and we are about to hear from my former colleague on 
this committee, the distinguished Senator from New Hampshire 
who I think was the originator of the idea of income relating the 
premiums in the catastrophic bill of such great fame. 

Now, we could do that again, or we could cut taxes for Social Se- 
curity. I am just suggesting, Mr. Chairman, let us make up our 
minds which we are going to do and get it straightened out and not 
confuse the American public, and certainly not confuse the seniors, 
and hopefully not this Member of Congress. 

Thank you. 

Chairman Thomas. I appreciate the ranking member’s willing- 
ness and commitment to move forward together. 

I would tell the Senators in front of us that we have just had our 
second bell. If you will indulge us, we will run over and vote and 
be right back. Senator Kerrey, the Congressman from your State 
would very much like to participate in the introduction. Senator 
Gregg, if you will bear with us, we will be right back. 

[Recess.] 

Chairman Thomas. The subcommittee will be in order. 

Our first panel consists of Senator Judd Gregg, the former Gov- 
ernor of New Hampshire, as well as Senator, but, more impor- 
tantly, a former member of this committee and a seatmate of mine, 
and Senator Kerrey from Nebraska. 

Before I turn to my colleague for the introduction of Senator 
Kerrey, I want to thank you in terms of your time and commitment 
on the Kerrey-Danforth Commission. You thought thoughts that 
absolutely needed to be thought. More importantly, a lot of people 
are thinking you folks verbalized them and tried to do something 
about it. 

But for a more personal and knowing introduction, I will turn to 
my colleague from Nebraska, Mr. Christensen. 

Mr. Christensen. Welcome, Senator Kerrey. I appreciate your 
testimony today and I wanted to extend a personal invitation to 
you. As the former Governor of Nebraska and as U.S. Senator from 
Nebraska, you have always been in the forefront on health care re- 
form. As a businessman from Nebraska, you understand the prob- 
lems that employers face in providing quality health care for their 
employees. 

As the Chairman stated, recently you headed up the Kerrey- 
Danforth Bipartisan Commission on Entitlement Reform. You 
heard countless hours of testimony on the challenges this country 
and this committee faces in terms of transforming the issue of 
Medicare. 

While we do not always agree on the solution or the method, I 
know we both have the interests of the Nebraskans and Americans 
at heart, and I appreciate your work in this effort. I look forward 
to working with you on this issue, and I look forward to hearing 
your testimony today. 

Senator Kerrey. 'Thank you. Congressman. 
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Chairman Thomas. Thank you. 

I will tell both Senators that your written statements will be 
made a part of the record in their entirety, without objection, and 
you may proceed any way you see fit. 

STATEMENT OF HON. J. ROBERT KERREY, A U.S. SENATOR 
FROM THE STATE OF NEBRASKA 

Senator Kerrey. Thank you, Mr. Chairman. 

I do have a statement that, as I look at it here, more closely re- 
sembles either a doctoral thesis or the President’s State of the 
Union Address. I do not know which one. I do not think you want 
to hear something that long. 

Let me try, as I almost every time have been asked to speak on 
this, to try to describe the problem in a fashion that would stand 
some possibility of us coming together and taking some action. 

First of all, I am pleased to be here with Senator Gregg. I do not 
believe that this is a problem which we are going to be able to 
solve, unless we begin. Republicans and Democrats coming to- 
gether saying we both support Social Security, we both support 
Medicare, we are not talking about damaging or hurting seniors 
and so forth. We have got to come and put the political swords at 
the door, otherwise all hope is lost. 

Second, what we tried to do with our commission was not so 
much solve a short-term problem as solve a long-term problem. 
Chairman Greenspan came to the commission and said a very im- 
portant thing, which is that interest rates are a signal of what is 
going to happen in the future. They describe what the market 
thinks is going to happen in the future. 

Senator Danforth and I heard from economists with our proposal 
which solves the future problems, say that if the Kerrey-Danforth 
legislation were to pass, if we were to change our law to solve the 
problem the way that we described, that interest rates, long-term 
interest rates would fall by at least 2 percentage points, and maybe 
as much as 4. And you could get economists that would come, I be- 
lieve, and people who have studied monetary policy and they would 
come and say the same sort of thing. 

The third thing is that this is a problem that can be solved by 
any ideological orientation. Whether you are a Liberal or a Con- 
servative or a Moderate, it does not matter. You can still solve the 
problem. But you will not solve it, if you do not acknowledge the 
problem exists. If you start off bv saying there is no problem, then 
there is no argument, because what you do then is you are reduced 
to accusing each other. I accuse Chairman Thomas of being insensi- 
tive, and Chairman Thomas accuses me of being insensitive, and 
we fill the air with political rhetoric. 

Any ideological orientation can solve this thing. You can come 
and say I am for tax increases and, thus, I am going to propose a 
tax increase, you can say I am not for tax increases, which Senator 
Danforth and I did. We proposed going on the spending side. But 
you can come and solve this problem with any ideological orienta- 
tion. 

I suggest, as a consequence of that, the most important thing for 
us to do is to try to convince Americans that there is a problem. 
What I tried yesterday to do in response to the President’s budget 
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is the following, to say that the Entitlement Commission did make 
a recommendation. The myth in the city is that the Entitlement 
Commission failed to make any recommendation. That is not true. 

We did make a recommendation, and the most important rec- 
ommendation relevant to our discussions here today I think is that 
if you look at the future for 5 years, everything looks fine. If your 
view of the future is a 5-year window, the wond looks OK. But if 
the view of the future is a 30-year window, it does not look OK 
There you begin to see, as a consequence of demographics, not Ron- 
ald Reagan or George Bush or Bill Clinton, but demographics 
where we have an unprecedented — and I emphasize this, because 
lots of people are under the impression, well, we have had this 
problem in the past and we will just come in and fix it as we have 
in the past. 

From the year 2010 to approximately 2025 or so, in roughly a lit- 
tle more than a decade, the number of Americans over the age of 
70 will go from 14 million to 28 million. Now, that is not something 
we have difficulty predicting. Some say, well, you cannot predict 30 
years. That is not true. That is a fact. The number of workers per 
retiree is going to go from 5 to 1 to 3 to 1. There is an unprece- 
dented change on the horizon out there and it is getting closer and 
closer, and the longer we wait the more likely it is that we will not 
be able to give people an opportunity to plan. 

Key in the Kerrey-Danforth proposal was that most of the 
changes that we recommended making, with the exception of the 
changes in congressional retirement which we felt were appro- 
priate, so we could say we are leading by example, are phased in 
over a very long period of time. But the longer we wait, the less 
chance is we will be able to give people a chance to plan for the 
changes that we are proposing. 

But unless we can get Americans to look at this long-term prob- 
lem, unless we get Congress to say that our Budget Act is inad- 
equate — our Budget Act says 5-year budgeting. Well, it is like me 
saying it is February 7, for the next 5 days my cash flow is pretty 
good, but the end of the month I have got a lot of bills coming due. 
Well, the same is true with us. At the end of a 25-year period, we 
are looking at a problem that really makes it awfully difficult for 
us to say that we are not hypocrites when we talk about our chil- 
dren and our grandchildren, if we want to ignore what is going on 
now. 

I want to be clear about this. The testimony lays out the details 
of the proposal and it is almost too hot to handle the testimony, 
because people say, oh, my gosh, you are delaying the age, we 
means test part B, we put a premium on part A. I mean there are 
a lot of changes in here that are controversial and difficult. 

We proposed to actually reduce the employee payroll tax by 1.5 
percent, establishing a mandated IRA, because we think that the 
federally operated retirement programs. Social Security mostly, are 
important and valuable, but Americans need more than just that 
and have begun in fact to expand consideration to say we need to 
look at changes in ERISA and our retirement regulation and tax 
law, because we may have encouraged businesses to decrease the 
number of defined benefit proCTams. We are trying to make change 
that solves the retirement problem that people have. 
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But even with all those controversial changes, even with every- 
thing that we have got on here, to be clear, we do not balance the 
budget. All we do is balance the promise that we have on the table 
today. One way of describing this — and I will close — is that the 
U.S. Government and we on behalf of the American people operate 
the two largest insurance companies in the world. Social Security 
and Medicare are social insurance programs, and we have a fidu- 
ciary responsibility not to take a 5-year view. We would shut an 
insurance company down that only took a 5-year view of what their 
liabilities are. 

We have 30 years of liabilities and more, and when you look at 
the 30-year liability for Social Security and Medicare, it is inescap- 
able, it seems to me, that we begin as soon as we can politically 
do it, begin to make some changes in our law that bring those enti- 
tlement accounts and bring those Social Security accounts into ac- 
tuarial balance so that we have intergenerational equity, so that 
the promises that we have on the table we know that we can rea- 
sonably keep. 

I do not know if this second, third and fourth shot of trying to 
explain this has been any more persuasive or any more clear than 
I have had in the past. 

Mr. Chairman and members of the committee, I appreciate your 
interest in this issue. I pledge to you as a Democrat that I intend 
to work with Republicans like Senator Gregg and Senator Simpson 
on the Senate side that are interested that want to try to solve this 
problem, because I believe there is an urgent necessity to do so. 
And I believe the future will reward us with a round of applause, 
if we do. 

Thank you. 

[The prepared statement follows:] 
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Testimony of Senator Bob Kerrey 

Before the House Ways and Mean Committee, Subconunittee on Health 
February 7, 1995 

I appreciate the opportunity to testify today, Mr. Chairman, on the subject of 
income relating the Part B premium for Medicare and the broader issue of 
entitlement reforms. 

1 have supported income relating the Part B premium for Medicare as part of 
Kerrey/Danforth recommendations for the Bipartisan Commission on Entitlement 
and Tax Reform and in other legislative proposals such as the Kerrey/Brown 
amendment I offered last year with a bipartisan coaltion of Senators and the 
Mainstream Coalition health care bill. However, income relating the Part B 
premium for Medicare, while a good start, does not solve either the entitlement 
problem, the problem of rising health care costs or the more general question of 
access to health care services. It only gets us 3% of the way to solving our 
entitlement problems. We still must address the remaining 97% of the solution. 
Federal health spending has been increasing at armual rates averaging 10 percent or 
more during the past five years. According the Medicare Trustees, the Hospital 
Insurance, (HI) Trust Fund is projected to be insolvent by the year 2001. In the long 
run, spending on Medicare and Medicaid will triple as a percentage of the economy 
by 2030. Clearly we must make some changes in both health care and retirement 
entitlements. 

Before discussing some of my recommended changes, let me describe what 
necessitates them. 

The American population is aging in a way that requires us to rethink the 
structure of our entitlement programs. Our two largest entitlements, retirement 
and health care, were designed as systems in which each generation of workers 
would pay taxes to support the generation of retirees that preceded it. In return, 
each generation expects its successor in the work force to support its benefits. 

The system succeeds, provided that each generation has enough children to 
grow up and pay the taxes that support its benefits. Mine, Mr. Chairman, did not. 
Today there are nearly five workers paying taxes to support each retiree; when my 
generation retires there will be fewer tlum 

three. And as life expectancies continue to expand, Americans will collect more in 
lifetime benefits. 

Quite plainly the arithmetic does not compute. We will be able to support the 
aging population without immediate consequences for three decades because we 
have built a massive surplus in the Sodal Security Trust Fund. The closer it gets to 
bankruptcy, the more excruciating our choices become. Should it reach bankruptcy, 
our choices will be severely restrained: either slash benefits dramatically for that 
one retiree or raise taxes dreunatically on those three workers. These numbers are 
not pulled from thin air; they are documented by the trustees of the Social Security 
and Medicare systems. 

And our retirement entitlements are in much better shape than health care. 
However, health and retirement programs for seniors are inherently related. 
Therefore, it does not necessarily help seniors to "take Social Security off the table" 
while allowing health care costs to increase and making indiscriminate cuts in 
health programs. Let me also describe some dates at which crucial changes in our 
entitlement programs will occur. 

The first is in 2001, when the Medicare hospital insurance trust fund, soaked 
up by an aging population and escalating health care costs, goes bankrupt. 
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The second is in 2008, when the Baby Boomer generation begins to retire. In a 
single decade beginning at that moment, our overall population will creep up by 2 
percent while our retired population skyrockets 30 percent. 

In 2012, spending on entitlements and interest on the national debt will 
consume every dollar we collect in taxes, leaving literally nothing for defense, 
infrastructure, law enforcement or any other function of goveriunent. 

If those dates seem too distant to merit attention, consider a figure in the here 
and now: In Nebraska, we have about 275,000 retirees and another 275,000 children 
in kindergarten through the 12th grade. We spend $1.3 billion of revenue on our 
kids and $4.5 billion retirees. More ominous, our spending on children increases 
$50 million each year; our budget for retirees expands at a rate eight times that fast. 

Fixing these problems and building a better future is a challenge because it 
requires those of us whose occupation teaches us to think in two-, four- and six-year 
cycles to think instead in of decades and generations. Many of the benefits of 
entitlement reform will take hold in our economy years after most of us leave this 
institution - as will the consequences if we fail to act. 

If our political cycle teaches us to think in terms of six years at the most, the 
myopia of our budget cycle is worse. As families across America evaluate their 
finances over decades, planning for education, for retirement, for health care, their 
goveriunent looks five years into the distance and then turns its eyes away. The 
most important recommendation of the Bipartisan Commission on Entitlement 
and Tax Reform may be the need to expand our budget cycle to include the 
consequences of our actions 25 and 30 years out. 

The other reason entitlement reform is difficult is that entitlements are 
misunderstood. Politicians turn a cloudy situation downright muddy by 
intentionally describing entitlement programs inaccurately. 

We hear it time and again: "Social Security isn't a problem. It's self-funded." 
Well, yes. Today Social Security is self-funded with a 12 percent tax on every 
working American. Tomorrow is a different story. Tomorrow 12 percent won't cut 
it. 


We distort our health-care entitlements as well. I do not exaggerate, nor do I 
consider it furmy, that I could have scored points in my recent re-election effort by 
promising to keep the federal government out of Medicare care despite the fact that 
we have, through Medicare, taxpayer-financed national health care for every 
American over the age of 65. 

And while I do not accept the rhetoric of those who describe entitlement 
reform as a process of pain rather than an opening of opportunity, the fact remains 
that it is also difficult because it requires us on occasion to utter one of the most 
uncomfortable words spoken in this dty: "No." 

We have, Mr. Chairman, all the excuses we need to postpone action. Let me 
give a few reasons for acting today. 

The first and most important is that it is relatively easy to fix the problems 
today; tomorrow the fixes will be draconian. 

The second is that taking action today means we can fix the problems with 
little or no impact on current retirees. 

The third is that plaiming for our national future today also means we can 
give workers today time to plan for the changes. 
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Understanding the problem, what do we do to fix it? 

There are several options outlined in the report of our conutussion and I 
would be remiss if 1 did not salute those who had the coiuage to submit their own 
ideas. They had much to lose and nothing to gain by doing so. 

I want to describe today some ideas laid out in this document by former 
Senator Jack Danforth and me. 

LEADING BY EXAMPLE 

We began with the premise that Congress must lead before asking the 
American people to accept entitlement reform. For that reason, the Kerrey- 
Danforth proposal would cut in half the rate at which members of Congress accrue 
pension benefits beginning in 19%. Also in this spirit, we would bring retirement 
programs for federal workers more in line with private pensions. 

Other proposals offered in the spirit of putting the government's house in 
order first include: 

• Raising the federal retirement age to 62. This proposal would gradually 
phase out eligibility for unreduced benefits for Federal workers before 
age 60. Begitming in 2000, for workers with at least five but fewer than 
20 years of service, the retirement age for unreduced benefits for both 
CSRS and FERS would be increased by four months each year untii it 
reaches age 62 in 2020. Workers with between 20 and 30 years of service 
would continue to be eligible for imreduced benefits at age 60. 
EFFECTIVE DATE: JANUARY 1, 2000. 

• Adjust CSRS and FERS benefit formula to "high-five" pay. The benefit 
formula for both CSRS and FERS would be adjusted by changing the salary 
base from the employee's highest three consecutive years of pay to his or her 
highest five years. EFFECTIVE DATE; JANUARY 1, 2000. 

• Reduce the rate at which military retirement benefits accrue from 3.5 percent 
to 2 percent of basic pay for retirees with more than 20 years of service. This 
proposal would reduce the addition to retirement pay for each year of service 
after 20 years from 3.5 percent to 2 percent per year. It would also drop the 
one-time increase in retirement pay at age 62 of 10 percent. It would retain 
the CPI-minus-1 percentage point COLA that applies until age 62 and the one- 
time COLA adjustment at age 62. I emphasize that this provision applies 
only to military persoimel hired after August 1, 1986. 

• Adjusts Consumer Price Index (CPI) calcirlation to better reflect inflation. 

Mr. Chairman, this is a key provision that has spent a great deal of time in the 
news lately. A number of feder^ programs are adjusted armually based on atmual 
increases in inflation as measured by the CPI. The CPI is based on a "market basket" 
of goods and services purchased by a representative urban worker. Adjusted every 
ten years, the current market basket was last revised in 1987, using data for the 
period 1982 to 1984. As a result, the CPI does not capture dynamic aimual changes in 
the pattern of consumer preferences. In addition, the CPI may not adequately 
measure the consumer benefit derived from improvements in the quality of 
existing goods or from the introduction of new goods. A number of economists, 
including those in the Bureau of Labor Statistics, have expressed considerable 
concern that the current CPI calculation overstates inflation. This proposal would 
require the Bureau of Labor Statistics to modify the CPI formula to more accurately 
reflect changes in the cost of living. This change would take effect in 1998 and save 
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a substantial amount by bringing aimual Cost of Living Allowances better in line 
with inflation. 


PRESERVING AND STRENGTHENING SOCIAL SECURITY 

A chief goal of the Kerrey-Danforth proposal is fulfilling our promises to 
today's retirees while ensuring the long-term health of Social Security. I have 
already described the challenges that face this system. 

Our proposal for redressing it is, I believe, among the most exciting in the 
Kerrey-Danforth plan. We propose reducing the payroll taxes of today's younger 
workers by 1.5 percent in exchange for a revised long-term contract. It shifts more 
responsibility, and control, to the individual, provides opportunity for higher 
returns on investment, and allows us to return Social Security to its intended 
purpose: as a supplement to personal retirement savings. Let me be clear: No 
reductions in Sodal Security benefits affect anyone over the age of 50 and no Social 
Security reductions are used to reduce the deficit. The savings we proposed to Social 
Security would go back into the Trust Fund and strengthen the program. 

We would require these younger workers to invest the savings from the 
payroll tax cut in a mandatory IRA-type personal savings account. 

The proposal has important economic benefits. Countries that save and 
invest more grow faster and have more rapid improvements in the standard of 
living of their citizens. Private savings in the United States have fallen from more 
than 8% of the economy in the 1960s, to about 5% today. The Kerrey-Danforth 
proposal takes an important step toward reversing this trend. 

More exciting, though, is the fact that this proposal gives workers more 
control over plantting for their own retirements by transferring authority for these 
investments from the government to the individual. The return on these savings 
provides workers the potential for far more in lifetime benefits than they can expect 
from the Social Security system if it continues on its current course. This is, Mr. 
Chairman, a middle class tax cut with both a purpose and a payoff. 

We also propose, over a period of 30 years, to raise the age of eligibility for full 
benefits from 67 to 70 while still allowing partial benefits at age 62. This option 
accelerates the phase-in to age 67 that is already in current law. The age for full 
eligibility will reach 70 for those under age 28 today. No one currently over 50 
would be affected. 


Let me address a great misunderstanding about the previous two proposals. 
The term we use to describe the age at which j^ericans are eligible for full benefits 
— the term, "retirement age" -is misleading. Americans do not want to retire at age 
70; if anything, they want to retire earlier. They cannot do so, Mr. Chairman, they 
cannot mathematically do so without a substantial pool of private savings. The 
previous two proposals, therefore, are designed to increase the individuals' control 
over when they retire. Make no mistake: the age at which Americans retire is set by 
economics, not statute. A low statutory retirement age means nothing for those 
who lack the savings to enjoy it. 

Our other proposals to restore solvency to Social Security include: 

• Including State & local workers in Social Security program. Starting in 2000, 
new workers and those with five or fewer years of service would be required 
to participate in the Social Security program. 
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• Indexes the Social Security 'liend points" for CPI instead of average wage 
growth. Effective for new recipients only, beginning in 1998, this proposal 
would index the '"bend points" in the benefit fomutia for inflation as 
measured by CPI instead of adjusting them for average wage growth. This 
proposal would adjust the bene^t formula to more accurately reflect inflation. 

• Reduces growth of benefits to mid and upper wage workers using the 3rd 
bend point. This proposal would modify the benefit formula over a 50-year 
period beginrung in 2002, gradually reducing the growth in benefits paid to 
workers with average and above average earnings. No person age 55 or older 
would be affected, and in the hrst two decades after it takes effect, the impact 
would be minimal. EFFECTIVE DATE; JANUARY 1, 2002. 

• Adjusts CPI formula to better reflect inflation. 

HEALTH CARE AND OTHER ENTITLEMENTS 

Many critics who oppose reforms of Medicare point, correctly, to the fact that 
much of the increases in this program are due to esc^ating health care costs. This 
concern ignores at great peril the fact that in addition to higher health care costs, our 
health care entitlements are growng because more Americans are retiring and 
taking advantage of them. The fact is that Medicare spending will continue to 
skyrocket due to an aging population even if the growth in health care costs is - in 
what would be a certifiable miracie - held to the rate of inflation. To address the 
escalating health care costs, we propose giving retirees the option of using the funds 
they would normally receive in Medicare compensation to enter managed-care 
programs that provide incentives to control costs and may provide better coverage. 
This would give seniors more options and would insert market incentives into the 
systems. 

The Kerrey-Danforth proposal also fairly and evenly controls the growth of 
all entitlement programs by doing the following: 

• Use adjusted CPI to better reflect inflation. The same proposal described 
above would apply to veterans' compensation. 

• Means test Medicare, veterans compensation & unemployment insurance. 
This option would be phased in over five years, starting in 2000. The sum of 
income from government payments, earned income, and unearned income 
would determine the rate of benefit reduction for these three programs. The 
option would gradually reduce benefits for families with incomes over 
certain thresholds. For example, reductions would start at 10 cents for each 
additional dollar of income between $40,000 and $50,000; rise to 20 cents for 
each additional dollar of income between $50,000 and $60,000; and increase 
thereafter up to 85 cents for each additional dollar of income above $120,000. 
Regardless of income level, all benefidaries would continue to receive a 
benefit, albeit reduced for those with less need. This proposal, I believe, is 
both fair and necessary. 

• Cut other entitlements by 10% in 2000 and cap their growth accounting only 
for inflation and population growth thereafter. This option would require a 
10 percent reduction in all o^er entitlements from the 1999 level of spending 
- about a $20 billion cut). Programs affected include Food Stamps, AFDC, 
veterans pensions and compensation, farm price supports, and 
unemployment compensation. EFFECTIVE DATE: FY2000. 

Although Senator Danforth and I did not indude a recommendation on 
overall health care reform, 1 personally believe that the eligibility for health care 
should be radically changed. 1 would prefer a system where you became eligible if 
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you satisfied one of two things: You are either an American citizen or you are here 
legally. If you satisfy those two things, you are eligible immediately. You do not 
have to get blown up in a war as 1 did, you do not have to wait until you hit the age 
of 65 as we have with Medicare, you do not have to prove that you are poor or 
remain poor as we do with Medicaid, and you do not have to trust that your 
employer will provide you with your iitsurance or that you won't lose your job and 
find yourself without health care. We ought to simply say, if your an American or 
here legally, you are eligible. We also need to follow immediately and say that the 
only way I can write that contract, the New Covenant as the President describes it, is 
if you an individual accept the responsibility to pay according to your capacity to pay, 
and agree to participate in a personal way in cost control. If you do not agree with 
those two things, then we can't write the contract. But if you agree to do those two 
things, then I think we can dramatically and radically alter the way we have become 
eligible. And there is agreement by the way, between Democrats and Republicans 
who are approaching this issue of health care that would be a reasonable thing to do. 

TAX EXPENDITURES 

Mr. Chairman, I have described problems and solutions for our two largest 
entitlements, retirement and health care. The third largest is tax expenditures. The 
Kerrey-Danforth plan proposes adjustments in the tax code to ensure that the code 
accurately reflects changes in our economy. We also propose limiting "tax 
entitlements" in a fashion that makes the tax code more progressive. While I regret 
that the Commission did not have the time to fully examine our tax code and make 
recommendations to simplify the code and retool it to promote savings and 
investment, 1 believe these changes are imperative and look forward to working 
toward this goal. 

The Kerrey-Danforth plan would: 

• Limit itemized deductions to 28%. Itemized deductions would be limited to a 
rate of 28% regardless of the marginal tax rate applicable to the taxpayer. This 
would only affect taxpayers whose incomes exceed $91,850. EFFECTIVE 
DATE: JANUARY 1, 2000. 

• The readjusted CPI described above would apply to income tax brackets, 
standard deduction, and personal exemptions. 

• Cap employer-paid health insurance deduction. This proposal, phased in 
over five years starting in 2000, would limit the amount of employer-paid 
medical insurance and medical care that may be excluded from an employee's 
income for income tax purposes. The cap would be based on projected 
average health insurance prenuums. 

Mr. Chairman, we offered these proposals, and 1 describe them today, as a 
starting point for discussion. I look forward to seeing them criticized, analyzed and 
improved. I look forward to hearing ideas from others. 

The most important thing is that the debate begin in earnest today. 

Thank you for giving me the opportunity to discuss the Commission's 
findings and my recommendations for solving the problem. 
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Chairman Thomas. Thank you very much, Senator Kerrey. 

Senator Gregg. 

STATEMENT OF HON. JUDD GREGG, A U.S. SENATOR FROM 
THE STATE OF NEW HAMPSHHIE 

Senator Gregg. First let me say what an honor it is to have a 
chance to speak before this committee, having served on this com- 
mittee and maintaining immense respect for what you do and the 
work that you have, and especially the work that you have been 
participating in over the last month or so. It is a pleasure to have 
a chance also to testify before a committee which I formerly served 
on. 

It is also a pleasure to be testifying here today with Senator 
Kerrey, who I have immense respect for, who has really carried a 
very heavy load in a rather lonely trek, which is the load of ad- 
dressing entitlement spending in our Federal budget. I respect him 
for it for a variety of reasons. 

He is obviously a hero on the physical side from his own personal 
experiences, but really on the political side he is even more of a 
hero, in my opinion. He did this while he was running for reelec- 
tion. He took on the sacred cows and addressed the core issues in- 
volving questions like benefits to senior citizens under Social Secu- 
rity and Medicare, and he deserves an immense amount of respect 
for it. 

The Kerrey-Danforth Commission report is an excellent report, 
because it defines unequivocally what the problem is, and the prob- 
lem is, as Senator Kerrey has pointed out, that if we do not do 
something about entitlement spending and specifically about those 
spending accounts which involve health care in the short run and 
Social Security in the long run, that we as a Nation will pass to 
our children a bankrupt country. There is no question about it, we 
simply cannot afford to maintain the cost of our government, un- 
less we address the cost increases which are driven primarily by 
demographics, and demographics are undeniable. 

You folks are charged with the narrow band of addressing this 
issue, or in the hearings at least have picked a narrow band of ad- 
dressing this issue and ask the question of affluence testing the 
premiums under part B. This has to be done, if you are going to 
maintain the present Medicare system. 

I would like to argue in a few minutes that maybe we should 
take a look at a broader reform that would eliminate the part B 
premium altogether, but there is no question, and I think there is 
general consensus, and if there is any honesW and integrity, it will 
be passed as a piece of legislation in this Congress that high-in- 
come individuals should not be subsidized by moderate- and low- 
income individuals. 

Why should John Jones or Mabel Smith who are working 40 or 
50 hours a week at the local restaurant or on an assemblyline be 
subsidizing my father or the father of Congressman Stark — I am 
not sure if his parents are still alive, I guess his mother is — or any- 
body else who has got significant personal income under the part 
B premium process. But that is what is happening today and it is 
not right, it is not fair and it is not appropriate to moderate- and 
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low-income earners that their costs of taxation, that their burden 
of taxation should include supporting hi^-income individuals. 

So, yes, there clearly should be an affluence testing of the part 
B premium. If there is not, of course, we will see the costs that are 
driving this part of the budget rise from about $64 billion up to I 
think it is $119 billion over the next 5-year span, and that is not 
an acceptable number and certainly cannot be maintained. 

Of course, income relating premiums does set up some questions 
which need to be addressed. They include, for example, what the 
definition of the income will be and what the mechanism for in- 
come relating the premium will be. From my standpoint, the defini- 
tion of the breakpoint where you should start phasing this income 
in, you can look at the report of the Entitlements Commission for 
some very good numbers for the different breakpoints, and this 
committee obviously has the capacity to pick whichever one it 
wants. 

Another proposal which the Entitlements Commission toyed with 
and put forward as an option is, rather than through a higher pre- 
mium, to do it through taxation, so that you include in personal 
taxes the income benefit of the subsidized part of the premium. 
That is an easier way to do it. I think it probably runs into some 
philosophical problems, but from the standpoint of simplicity in ac- 
complishing the effort, you can do it much more efficiently probably 
that wav than others. 

But if you are going to practically address this issue, I think you 
have to take a much broader approach. And I know that you as the 
Health Subcommittee are trying to do that. I certainly know that 
the Chairman is pursuing that. Rather than just looking at the 
part B premiums, in my opinion, we should be looking at the entire 
issue of how we address Medicare. 

Instead of looking at it in the budgetary context, we should be 
looking at it in the context of how we can give a better system to 
our senior citizens, and at the same time potentially save some sig- 
nificant money, and that is doable. I recognize that has not been 
for years a philosophy of the Federal Government, that you can do 
anything better with less, but the fact is you can do si^ificantly 
better with less. I know that, because I served as administrator of 
a State, and State governments do a great deal with less and they 
do it a lot better than the Federal Government does. And individ- 
uals can do even more and do it better. 

So my view is that one of the attractive ways to address this 
issue would be to do something about replacing the entire system. 
As the fiscal pressures build, we here in the Congress look for more 
ways to slow Medicare’s incredible baseline growth and for a fair 
way of doing this. So let us look at an approach which would basi- 
cally restructure the entire system. 

The approach that I would like to see us take is something which 
has been discussed in broad terms and it still is in the broad term 
of an approach, but it really is built off the concept of the Federal 
Employee Health Benefit Program open season approach. 

In the last health care debate, we heard a lot of folks saying let’s 
give everybody in America what Congress has. Well, certainly we 
could give the senior citizens what Congress has, and probably sig- 
nificantly improve the quality of that care or their options, anyway. 
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and at the same time probably very significantly reduce the cost of 
that care, especially in the outyears. 

I call this approach Choice Care. Each year we would give Medi- 
care dollars directly to the beneficiaries through an annual 
capitated payment which might be called — and I think the Chair- 
man coined this phrase — Medicheck. Is that the right phrase? 

Chairman Thomas. Yes. 

Senator Gregg. Medicheck. I want to make sure I got that 
phrase right. The insurance plans would compete to offer the bene- 
fit at a lower rate than the capitated account level, and when they 
do so, the plans could then either add benefits as under the current 
HMO options, offer shared rebates, or a combination of both. A per- 
centage of such rebates in the proposal we have been thinking 
about would return 75 percent to the beneficiary, with the remain- 
ing portion being returned to the Treasury. 

A number of the managed care plans have already indicated that 
the opportunity for increasing market share alone would be enough 
for an incentive for them to compete for the Medicare risk con- 
tracts. Furthermore, the opportunity for a cash rebate would pro- 
vide beneficiaries with a real incentive to move out of the old Medi- 
care system and spend Medicare money more wisely. 

We know that right now the culture of senior citizens is a fee- 
for-service culture, because that is what they grew up with, and 
that is reasonable. But if they find that their fellow senior citizens 
are getting a better deal, a deal that not only costs less, but which 
they benefit from financially, but also supplies probably more in 
the way of care, especially in the preventive care areas, they are 
going to be attracted to it. So this is an attempt to move senior citi- 
zens out of the culture of fee-for-service and into a different cul- 
ture. 

As suggested earlier, under this system carriers could even offer 
current part B premium benefits as part of a basic package which 
would make the monthly part B premium payment obsolete. Now, 
that would be a real positive event in the life of a senior citizen 
not to have that deduction coming out of their Social Security 
check, the fact that they would no longer be subject to that expend,- 
iture, the $40-plus expenditure. Our Nation’s seniors would no 
longer see that deduction. 

Importantly, while the new system would provide a meaningful 
incentive for people to select individualized policies, it would also 
be voluntary. It would preserve the current system for any Medi- 
care beneficiary or recipient who wished to remain there, and the 
new system would put the individual in control and increase the 
coverage choices and opportunities. In my estimation, it would 
move individuals out of fee-for-service and into this more controlled 
atmosphere. 

The budget process challenge to this new system is providing a 
guarantee to CBO that the savings will be achieved, otherwise 
CBO will be quite reluctant to score a voluntary system. To solve 
this dilemma, I believe we should consider a look ahead/look back 
approach. First, we would look ahead and capitate the annual Med- 
icare payment to a rate that slows the current 10-percent growth 
of Medicare to an acceptable level. Second, we would also establish 
an annual look back process to determine if the new voluntary 
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structure achieved expected baseline savings, and this could be a 
phased-in process. And if the annual goal is not reached, set an 
across-the-board reduction which would ne instituted as required to 
meet the fiscal targets. 

This system is just one of many options. The underlying prin- 
ciple, however, must be recognition that the health care system has 
evolved in the private marketplace. It is about time Medicare 
caught up. The Medicare system is a dinosaur. It is a state-of-the- 
art sixties health insurance program. As time goes on. Medicare’s 
shoehorning of modem medicine into its antiquated structure be- 
comes increasingly difficult. 

Furthermore, in light of the unavoidable demographic challenges 
that will be pressuring the Medicare system, the Federal Govern- 
ment can no longer pretend to be able to serve the needs of our 
seniors without increasing the public/private partnership effort. 

These are some of the ideas that we have been talking about on 
the Senate side. We expect that as we move forward there will be 
other ideas that will come forth. But essentially what 1 believe is 
that we must rethink the entire system, take a hard look at how 
we can get our seniors to have the opportunity to choose more 
types of care, and, in the process of choosing more types of care, 
be giving them an incentive to choose more cost-efficient types of 
care. 

Again, I want to thank the committee for allowing me the oppor- 
tunity to testify. I would be happy to answer questions, and I ap- 
preciate the chance to be here with Senator Kerrey. 

[The prepared statement follows:] 
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Statement of Senator Judd Gregg 

Committee on Ways and Means 
Subcommittee on Health 

February 7, 1995 


Thank you, Mr. Chairman, for inviting me to testify today on the subject of relating the 
Medicare Part B premium to a person’s income, a policy which I support. After explaining the 
reasons for my position on this issue, i would like to take a couple minutes to speak to the 
Medicare system in general. Relating Medicare benefits to income is important, but only to the 
extent that we maintain the current Medicare structure. And in my opinion it is lime we 
restructured the Medicare system to increase choices and opportunities for seniors, and to use 
private sector cost-saving efficiencies. 

Medicare's Supplemental Medical Insurance (SMIt System - Part B 

The time has come to adjust the Medicare Part B premium in some fashion, as a matter of 
both fundamental fairness, and a recognition of fiscal realities. Assuming we maintain the 
current Medicare structure, income-relating is one of the fairest ways to achieve needed savings. 

The Congressional Budget Office (CBO) projects Pan B spending to nearly double over 
the next five years — from $64 billion in 1995 to about $119 billion in 2000. Because the Part B 
premium is set each year to collect a given percentage of program outlays, Part B recipients 
automatically feel the crunch of these rapidly escalating costs. The premium currently collects 
roughly 30 percent of program costs. Although current law allows that percentage to fall to 25 
percent beginning next year, CBO still projects the premium to grow from its current rate of 
$46. 10 per month ($553.20 per year) to $59.00 per month in 2000 ($708 per year). While that 
e.xtra $ 1 50 per year may not seem like much to a wealthy retiree, it is a significant sum to many 
elderly persons with a fixed income above 120 percent of poverty. For those wholly dependent 
upon Social Security, for example, this premium increase will likely erode any benefit of the 
system's COLAs. As this occurs, low-income recipients will confront an erosion of disposable 
income. 

The flip side of this, of course, is that the Federal government also confronts rapidly 
escalating SMI costs. While CBO projects SMI trust fund receipts to grow from $20 billion this 
year to $28 billion in 2000, general revenue contributions to SMI will more than double from 
$44 billion in 1995 to $91 billion in 2000. These figures are consistent with overall Medicare 
growth. In testimony before the Senate Budget Committee last week, the Congressional Budget 
Office slated that, "Federal entitlement spending now represents more than one-half of total 
federal outlays and is projected to constitute more than 60 percent by 2005." CBO also said that, 
"Medicare and Medicaid account for virtually all of the projected increase." As Senator Kerrey 
of Nebraska has explained, the problems associated with this rapid growth in federal spending 
only grow deeper 20 and 30 years from now. Without some adjustments, we are forfeiting our 
children's prosperity. 

Given that some premium adjustments are necessary and likely inevitable, I believe that 
income relating is the fairest method. Many entitlements are already income-related, and 
everyone on this committee certainly knows that we also have an income-related tax code. 
Consequently, 1 believe that an income-related premium must be looked at carefully and, 
hopefully, adopted. These hearings are an important first step, Mr. Chairman, and you should be 
commended for confronting this issue head on. The President's decision to lake Medicare 
completely off the table in this year's budget, as Medicare costs spiral out of control, is an 
abdication of responsibility. 

Income relating premiums does raise many difficult subsidiary questions. For example, 
what definition of income should be used, and through what mechanism should the income- 
relating occur? The Entitlement Commission's staff options in this area chose a Modified 
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Adjusted Gross IncoiDe, which included current AGI plus tax-free interest income. The 
Entitlement Commission options also proposed collecting the increased premium through the tax 
system. Another simpler system — which 1 am not advocating ~ would be to base the system on 
Social Security incmne, and simply relate the Fart B premium deduction to the amount of each 
Social Security check. These are difficult technical issues on which I know you and other 
members of the subcommittee understand well, Mr Chainnan. 1 am therefore confident in this 
Committee's ability to work through them. 

A New "Choice Care" System 

Mr. Chairman, my support for Irnrome relating the Part B premium assumes that the 
current system will continue in its present form. In my view, however, we should be working 
toward a system where the Part B premium is not paid at all. 

The attractiveness of relating the Part B premium to income is indicative of the problems 
running throughout Medicare. As hscal pressures build, we in Congress look for more ways to 
slow Medicare's incredible baseline growth and for fair ways of doing so. Yet, each one of them, 
like income reladoo, brings added complexities and counter-incentives. Relating premiums to 
income, for example, may add on an titcentive for future seniors to save less, if one result of 
more savings is increased cost sharing. Similar problems exist at every level of Medicare, with 
respect to almost every line-item change that is proposed for budget savings purposes. It is high 
time we began approaching changes to Medicare from the recipient perspective, not a budgetary 
perspective. 

In my view, if we're serious about improving how Medicare works, we should move to an 
individuali 2 ed account system that provides beneficiaries with meaningful choices, establishes 
incentives to save, and takes advantage of fiee market efficiencies. We should go back to square 
one, and institute a system vdiere individuals, not bureaucracies, control the results. 

The system 1 envision would be similar to the annual open season under FEHBP. I would 
call it "Choice Care." Each year, we would give Medicare dollars directly to the beneficiaries 
through annual capitated payments, which might be called "Choice Checks." Insurance plans 
would compete to offer the benefits at a rate lower than the capitated account level. When they 
do so, the plans could then either add benefits as under the current HMO option, or offer shared 
rebates, or a combination of both. A percentage of such rebates - perhaps as much as 75 percent 
- would go to the beoeficiaiy, and the remaining portion would be returned to the Treasury. A 
number of managed care plans have already indicated that the opportunity for increased market 
share alone would be enoi^h of an incentive for them to compete for the Medicare risk contracts. 
Furthermore, the opportunity for a cash rebate would provide beneficiaries with a real incentive 
to move out of the old Medicare system, and to ^nd Medicare money wisely. 

As suggested earlier, under this system carriers could even offer current Part B benefits as 
part of a basic pack^e, which would make the monthly Part B premium payments obsolete. Our 
nation's seniors would no longer see that deduction coming out of their Social Security checks. 
Importantly, while the new system would provide a meaningful incentive for people to select 
individualized policies, it would also be voluntary. It would preserve the current system for any 
Medicare recipient who wishes to remain there. The new system would put the individual in 
control, increasing coverage choices and opportunities. 

The budget process challenge to this new system is providing a guarantee to CBO that 
savings wll be achieved; otherwise, CBO will be quite reluctant to score a voluntary system. To 
solve this dilemma, I believe we should consider a "look-ahead, look-back” approach. First, we 
would look ahead and capitate the annual Medicare payments at a rate that slows the current 10 
percent growth of Medicare to an acceptable level. Second, we would also establish an annua) 
"look-back" process to determine if the new voluntary structure achieved expected baseline 
savings. If the annual goal is not reached, a set of across-the-board reductions would be 
instituted as required to meet fiscal targets. 
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This system is just one of many options. The underlying principle, however, must be a 
recognition that health care has evolved in the private marketplace, and that is about time 
Medicare caught up. The Medicare structure is a dinosaur -- it is a "state of the art" 1960s health 
insurance program. As time goes on. Medicare's shoehoming of modem medicine into its 
antiquated stmcture becomes increasingly difficult. Furthermore, in light of the unavoidable 
demographic challenges that will be pressuring the Medicare system, the federal government can 
no longer pretend to be able to serve the needs of our seniors without increased public/private 
partnership efTorts. 

As chair of a Working Group on Entitlement Reform among Senate Republicans, I can 
say that we in the Senate are looking closely at these issues, and considering a structure similar to 
the one just described. And if I read recent news accounts correctly, we seem to be settling on 
the same basic plan as you are in the House. The underlying concepts of the plans are very 
similar, as we both feel it’s time our nation's seniors had the same health care choices available to 
other Americans. Still, Mr. Chairman, I must admit that your phraseology is more highly 
advanced. 1 have been referring to “Choice-Care," but suspect that the Senate will soon be 
referring to your own "Medicheck’’ terminology. 

It's interesting but not surprising that as we grapple with the same problems on opposite 
sides of the Capitol, we are resolving down to similar solutions. I am sure this results from our 
approach being based on consistent philosophies. We both agree that the currenl structure, wliich 
relies on command and control, one-sizc-fiis-all federal directives, must be changed; and we both 
prefer to offer more choices and to lake advantage of private sector advances. Let's work 
together, Mr. Chairman, and gel the job done. 
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Chairman Thomas. I thank both of you for your testimony. 

I will tell you. Senator Gregg, that we are thinking virtually 
along identical lines in taking an antiquated fee-for-service struc- 
ture and not just trying to reinvent the formula by which we try 
to follow the private sector, but by creating an open system in 
which people through choice — and I believe your concept of the 
term was Choice Care — give people an opportunity to move into a 
system in which they can actually get more for their money than 
provided by the old structure, but with an assurance that if they 
want to stay in the old structure, they can. 

That is where I would seek any guidance, because clearly the for- 
mat is on the means testing, but our goal is to completely rethink 
the Medicare structure. My concern is that 1 think most people, al- 
though perhaps not as open or willing as Senator Kerrey to talk 
about tomorrow, know that tomorrow is coming. I do believe we 
have to restructime the system, but what do we do about those peo- 
ple who see a short-term advantage in scare tactics or a political 
advantage in warning people that they may lose something that 
they are going to lose anyway, if we do not do anything about it? 

Perhaps a sentence or two, because I am somewhat pessimistic, 
because the President did not join in in an opportunity to at least 
provide a degree of leadership in his budget message this year. I 
was hopeful that he would either indicate some support or direction 
that the commission offered him. And I am looking for ways to 
bring about this shared vision, notwithstanding the enormous ob- 
stacles of people who see political advantage in using us as a foil. 
Any reaction to how we can move together? We have a Senator who 
is a Democrat and a Senator who is a Republican. I wish we had 
some Members of the House who will share it. What do we do in 
getting the President onboard? He was big for reform last year on 
his form and function. 

Senator Kerrey. 1 would say, Mr. Chairman, that my advice 
may or may not be the kind of advice you would want to take, but 
my own thinking on it is that, for openers, we have to cool our own 
rhetoric and be careful in describing the problem that we do not 
become excessive, and that is sometimes difficult for us to do. 

We do not face an immediate catastrophe. Social Security bene- 
ficiaries have not caused the problem. Sometimes in our own rhet- 
oric — when I say our, I do not mean to include anybody in this 
room necessarily, but perhaps just use my own rhetoric — some- 
times gets too hot and, as a consequence of that heat, I mislead 
and make it difficult as a result just for people to come in and say, 
OK, let us talk. The more we can just calmly present the facts and 
say, look, this is the truth, the more likely it is that we will get 
results. 

I believe that if we can form a bipartisan group — that was the 
intent of the entitlement commission to begin with — in Congress 
that the President would be willing to take some leadership on 
this. I do not think the President is ducking this at all. He is say- 
ing it does not appear at the moment to be much of a critical mess. 
We are unquestionably going to need presidential leadership to 
carry the message to the people. 
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For example, I had staff go get a book that I should have brought 
with me. What the entitlement commission attempted to do both 
with part A and part B is to describe the future in chart form. I 
am going to hold it up and show it to you. But when you see it in 
chart form, you say, oh, my gosh, we have got to do something. 

[The following was subsequently received;] 
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IVipariiun Cotnmisiion on Enddetnent ud “bx fte<onn * HamHfeatfoftk 

4 . WE MUST ADDRESS RISING HEALTH CARE COSTS BY EMPHASIZING MARKET 
INCENTIVES AND PERSONAL RESPONSIBILITY. 

Federal health prograin spending has been increa»ng at annual rates averaging 10 percent or more 
during the past five years. According to the Medicare Trustees, the Hospital Insurance (HI) Trust Fund is 
projected to be insolvent by the year 2001. In the long run, spending on Medicare and Medicaid will 
uiple as a percentage of the economy by 2030. (Chan VIU) 


CHART VIII: MEDICARE PART A IS PROJECTED TO BE INSOLVENT BY 2001 


To cover Medicare HI outlays, the pa^ffoM tac rate would h»e to increase from 2.9% today to more (han 8% in 2030. 



When Medicare Part A was enacted, it was a self-supporting system, financed solely by payroll u\x con- 
tributions. Today, Pan A coverage averages about $3,100 per enrollee, while the average enrollee pays 
only 32 percent of the cost (26 percent for couples with only one worker) . As a result, the average 
enrollee collects benefits equaling approximately three dmes the amount contributed during his or her 
working life. 

The Kerrey-Danforth approach creates incentives in the Medicare program to conu oi cosLs and 
introduces market forces to allow greater flexibility and a wider variety of delivery systems. 
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This is part A, and the blue under part A is the payroll tax, and 
the green here is what we are paying from the general fund. I 
mean that is the future. That is the fact. That is where we are 
going. It is not all being paid for with the payroll tax. It is increas- 
ingly being subsidized with the general fund. We have got Social 
Security trustees that filed a report last year that said this part A 
fund is going to be broke in the year 2000, and yet we are not dis- 
cussing what to do about it, so just say here is the future. And our 
solution is apportion the cost. For all those who say, oh, my gosh, 
all the changes you made, it is horrible, it is terrible, I would say, 
look, wait a minute, all we tried to do was apportion the cost. We 
said the providers should take some of it, the beneficiaries should 
take some of it, and the general fund taxpayer could take a little. 
That is all we have done. 

It seems to me that in the presenting of it — and part B, of course, 
is worse, this is part B, this red line down here is the premium and 
the blue line is the general fund — all we are saying is let’s appor- 
tion that in some reasonable fashion. I do not know, Mr. Chairman. 

I would say that the calmer we are and the less thunderous and 
exaggerated our rhetoric is, the more likely the response coming 
back, whether it is a politician such as the President, who I think 
does genuinely want to lead on this issue, or whether it is a group 
genuinely interested in the issue because they are concerned about 
what could happen to Social Security or Medicare, I think the more 
calm that we are in the presentation of the facts in the future and 
the more we indicate that all we are trying to do is respond to the 
responsibility we have to plan for that future. The more calm we 
can say that we are trying to plan for that future, I think the more 
likely it is that we will build some bipartisan coalitions. 

And the more we resist those consultants that come around and 
say I have got a great 30-second ad that you can run here and that 
will make Judd Gregg look like a complete heartless fiend with 
blood coming out of his mouth out there lurking in the shadows 
ready to pounce on every person over the age of 65, the more we 
say to those consultants no, we are not going to do that, we are 
going to hold together at least on this issue, which is the most im- 
portant fiscal issue that we face. 

Chairman Thomas. Thank you. I think that is an excellent rea- 
son for 6-year terms. [Laughter.] 

Senator Gregg. I am a little concerned about this ad. 

Senator Kerrey. Our committee will not do that. 

Chairman Thomas. Thank you. 

The gentleman from Nebraska. 

Mr. Christensen. I am going to remember that. Senator Kerrey, 
in 2 years when I need your help. That will be a good one liner 
I can return. I appreciate that. 

In your written testimony, you talk about the CPI and how it 
might possibly be overstated as far as the inflationary figures. I 
was wondering if you could expand on this and how it affects Medi- 
care, Medicaid and military retirement pensions and what we 
should do about it. I know you listed a few other statistics as far 
as the written testimony goes, but do you have any other thoughts 
on the CPI and where savings can occur? 



245 


Senator Kerrey. Well, the adjustments in the CPI that we have 
all heard an awful lot about beginning with the testimony I think 
that Chairman Greenspan made either before this committee or the 
Budget Committee, I cannot remember which one it was, but it has 
gotten lots of publicity and lots of amendments have been offered 
t^o things over on the Senate side. It has been a real cause celebre. 
That recommendation that Chairman Greenspan made is included 
in the Kerrw-Danforth proposal. We recommended changing, ad- 
justing the CTI both for the calculation of benefits and for the pur- 
pose of adjusting our tax rates to avoid bracket creep. 

I am going to back up again and be clear on this. This does not 
solve the problem. We tried to make the problem an easy thing for 
people to approach by developing the CD-ROM that the Chairman 
mentioned earlier and by saving that there are two problems that 
need to be solved. One is a long-term Social Security problem, out 
of balance, the second is entitlements that are growing beyond the 
growth of our economy, and so you have got to fix both problems. 

In order to make it easier, we said we are going to break the 
problem down into 100 points. When you get 100 points, you have 
fixed both of them, 100 points on Soci^ Security and 100 points on 
all entitlements. The CPI gets you 8 points. So the good news is 
it has an impact. The bad news is you have got 92 more to go. 

As I said, any ideology can solve this. If a my comes in and says 
I am against doing that, the next question nas to be, well, what 
do you want to do instead, because the answers have to be I do not 
want to do anything, in which case they need to be exposed to 
somebody who is saying I do not want to solve this problem, I want 
to wait until it gets worse, I want to ignore all the facts, I want 
to ignore all the statistics, I do not care what happens in the fu- 
ture, all I want to do is worry about what is going to happen in 
the next 2, 3 or 4 years. 

Senator Gregg. If I could address that, following up on Bob’s 
comments. First, the CPI adjustment on the issue of accurately cal- 
culating CPI really needs to be done. Now, I was with an adminis- 
tration official yesterday and he was not a high ranking adminis- 
tration official, so hopefully he was not speaking for the adminis- 
tration. But he said they did not expect to see CPI recalculated or 
recalibrated until 1998. That obviously is not appropriate. 

The CPI as it is presently structured, as Chairman Greenspan 
and a number of economists testified, including Mr. Reischauer, is 
overstating the cost of living by somewhere between 0.10 and 1.2 
percent, vmich represents somewhere between $40 and $150 bil- 
lion. The CBO’s estimate is that it is overestimating it by $64 bil- 
lion over a 5-year period. 

That really is unfair and it is not right. When I speak to my sen- 
iors, they have no problem with this. You know, if you explain to 
a senior, you say if you go into Mabel’s Luncheonette and you buy 
a $1.50 hamburger and pay Mabel $2, and you have been going 
there for 20 years, and Mabel by mistake gives you back 75 cents, 
you do not keep that quarter. You say to Mabel, “Mabel, you gave 
me the wrong change.* Well, that is what is happening here, and 
the wrong change is coming from the seniors’ kids, because those 
are the ones who are paying the taxes. So that needs to be ad- 
justed. 
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There are other things that we can do in the CPI that are fair. 
They go to fairness issues. For example, why should retired Mem- 
bers of Congress have the CPI adjusted on their entire retirement 
income? Some retired Members or Confess get up to $100,000 or 
$ 100,000-plus. They are getting cost of living on the entire number, 
where a senior citizen on Social Security only gets this cost of liv- 
ing on the amount of their Social Security payment. 

The same is true for military retirees. A rear admiral gets a re- 
tirement COLA on the entire amount of their retirement income, 
which might be $65,000 or $70,000. We ought to say to folks, your 
CPI, your COLA as a civil service retiree or as a military retiree 
is going to conform to what senior citizens on Social Security get 
for COLA, so everybody is in the same boat together. And that was 
a proposal that came out of the Kerrey-Danforth Commission. 

So there are things that can be done on the CPI that I think go 
to fairness and go to accuracy and would have a compounding ef- 
fect that was rather significant. 

Chairman Thomas. Any additional questions of the Senators? 

[No response.] 

I want to thank both of you very much. Obviously, we are not 
going to solve the problems in the short exchange, but I just want 
to tell you how reassuring it is that on a bipartisan basis you folks 
are talking about the same thing that we are talking about, and 
that is a commitment to fundamental change in the long run, be- 
cause we have to. 

Thank you very much. 

Senator Kerrey. Thank you, Mr. Chairman. 

Senator Gregg. Thank you fbr the opportunity to testify. 

Chairman Thomas. I would ask the new Chief of Staff of the 
Joint Committee on Taxation, Ken Kies, and I will tell the gen- 
tleman that his entire written testimony will be made a part of the 
record, without objection. You may proceed for approximately 5 
minutes in any way you see fit to inform us. 

STATEMENT OF KENNETH J. KIES, CHIEF OF STAFF, JOINT 

COMMITTEE ON TAXATION; ACCOMPANIED BY MARY 

SCHMITT, DEPUTY CHIEF OF STAFF, AND CAROLYN SMITH, 

BENEFITS COUNSEL 

Mr. Kies. Thank you, Mr. Cheiirman. I am accompanied today by 
Mary Schmitt, who is the Deputy Chief of Staff of the Joint Com- 
mittee, and Carolyn Smith, who is Benefits Counsel. 

It is my pleasure to present the testimony of the Joint Commit- 
tee at this hearing concerning the Medicare part B premium. Medi- 
care part B provides coverage for doctors’ services and certain other 
medical services. Unlike Medicare part A, part B coverage is not 
automatic, but depends on the payment of a premium. All persons 
age 65 or older may elect in part B by payment of a monthly pre- 
mium. Individuals may terminate their enrollment at any time by 
filing a notice with the Social Security Administration. 

The part B premium currently pays about 31 percent of the ac- 
tual value of the coverage in 1996 through 1998. The premium will 
be adjusted to be 25 percent of program costs. The approximately 
70 to 75 percent part B costs that are not paid by premiums is fi- 
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nanced through general revenues, as indicated by the two Senators 
that preceded me. 

Over the years, there have been a number of proposals which 
have received bipartisan support to reduce the subsidy value of the 
part B program for certain beneficiaries by adjusting the part B 
premium. 

For example, such a proposal was an option under consideration 
as part of the 1990 budget summit under the Bush administration. 
In his fiscal year 1992 budget. President Bush proposed increasing 
the part B premium to approximately 75 percent of program cost 
for beneficiaries with adjusted gross incomes greater than $125,000 
for single beneficiaries and $150,000 for couples. 

Last year. President Clinton included a recapture of the part B 
subsidy for high-income taxpayers as part of the administration’s 
Health Security Act. During the health care reform debate, a num- 
ber of proposals, including one advanced by the chairman of this 
subcommittee, were also debated. 

If the subcommittee determines that it is appropriate to impose 
a part B premium that is income related, there are a number of 
issues that you may wish to consider, if the income related pre- 
mium is assessed through the Federal tax system. Key issues for 
the subcommittee to decide include the income levels at which the 
premium would be paid and the amount of additional premium. 
Factors that should be taken into account in determining these 
amounts include the ability of taxpayers at higher income levels to 
pay additional premiums, revenue constraints, and the effect of in- 
creasing the premium on the decision to enroll in part B. 

Whenever a tax is imposed on taxpayers with incomes above a 
certain level, the issue of whether the tax should be phased in 
should be considered. The Congress often phases in tax increases 
of this nature so that distortions in marginal tax rates can be mini- 
mized. Most of the proposals to impose an income related part B 
premium would phase in the additional premium for this reason. 

The issue then presented is the income range over which the ad- 
ditional premium should be assessed. It may be appropriate to 
choose an income range that does not coincide with the phase-in 
range for the taxation of Social Security benefits, because virtually 
all Medicare-eligpble taxpayers are those who are also likely to be 
receiving Social Security benefits. 

In addition, it may be appropriate to select a phase-in range that 
does not result in the creation of an additional marriage penalty. 
In order to determine the amount of additional part B premium 
that is required to be paid by a taxpayer, it is necessary to deter- 
mine the definition of income to be applied in determining whether 
the taxpayer is over the required threshold for the phase-in of the 
part B premium increase. 

The principal goal should be to select a definition of income that 
accurately reflects the taxpayers’ ability to pay and that is com- 
monly calculated by the taxpayer so as to reduce the potential com- 
plexity of the premium calculation. 

There are many possible definitions of income that can be em- 
ployed. A commonly used definition when the phase-in technique is 
employed is adjusted gross income. 
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Whenever Congress enacts new Federal tax treatment of certain 
income issues, administration and enforcement must be considered. 
The most simificant of these issues in the case of imposing an in- 
come related part B premium through the Federal income tax sys- 
tem is how and when all the additional premium payments should 
be paid and the need for new reporting or recordkeeping require- 
ments. 

It would be a relatively simple matter to collect the additional 
part B premium on a taxpayer’s Federal income tax return. It must 
be determined whether the additional part B premium will be sub- 
ject to the estimated tax provisions, as well. 

Another issue that must be considered is whether it is necessary 
or appropriate to impose reporting requirements so that the IRS is 
capable of determining from the face of the taxpayer’s return 
whether the taxpayer is subject to the additional part B premium. 

Some people who would be subject to an additional income relat- 
ed part B premium may elect to decline part B coverage as a result 
of the additional premium. Others who are currently covered under 
Medicare part B may feel that enactment of an income related part 
B premium unfairly increases the costs of the program to them. 

Under present law, persons in part B may terminate part B cov- 
erage by notifying the Social Security Administration. Thus, per- 
sons who wish to terminate coverage due to the increase in pre- 
mium can do so. However, to avoid an appearance of unfairness, 
the subcommittee may want to consider whether it is appropriate 
to provide special notice of the right to terminate when the part B 
premium is effective. 

In closing, I would like to give the subcommittee an idea of the 
magnitude of revenue involved if an income related part B pre- 
mium were imposed. Assume an individual covered under part B 
were required to pay an additional premium so that the total 
amount paid by the individual, including a portion they already 
pay, equalled 75 percent of the average costs of the program. In ad- 
dition, assume that this individual premium would be phased in 
over a $10,000 range beginning at adjusted gross income of $50,000 
in the case of a single taxpayer and $100,000 in the case of a mar- 
ried taxpayer filing a joint return. 

If this type of proposal were effective beginning in 1996, it is es- 
timated that additional revenues of $8.1 billion would be collected 
over the fiscal year period 1996 through 2000. Obviously, larger or 
smaller amounts of revenue could be raised, depending upon where 
the income thresholds are set and the range over which the addi- 
tional premium is phased in and the magnitude of the part B pre- 
mium imposed. 

That concludes my remarks, Mr. Chairman. I would be happy to 
answer any questions. 

[The prepared statement follows:] 
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TESTIMONY OF KENNETH J. KIES, CHIEF OF STAFF 
JOINT COMMITTEE ON TAXATION 
U*S. CONGRESS 

My name is Ken Kies. I am the Chief of Staff of the Joint Committee on Taxation. It is my 
pleasure to pres^ the testimony of the Joint Committee at this hearing concerning the Medicare Part 
B premium. 

In particuiar, the Health Subcomrrattee is considering whether to reduce the subsidy value of 
the Supplemental Medical Insurance program under Medicare ("Part B") for certain beneficiaries by 
adjusting the Medicare Part B premium through the Federal income tax system. My testimony will 
not discuss whether adopting such a proposal is advisable (the testimony of other witnesses should 
address this issue), but instead will focus on the enforcement, administrative and structuring issues 
that could arise in implementing such a proposal. We believe that such implementation issues should 
be considered when proposals are being developed so that problems may be identified and addressed 
in a manner that imposes the least possible burtten on the Internal Revenue Service ("IRS") and 
affected taxpayers. 

First, this testimorry briefly describes the Medicare Part B program under present law. Second, 
background information is provided on previous proposals to increase Part B premiums for higher- 
income beneticiaries Third, a general description of the proposal under consideration is presented 
Finally, the testimony discusses major implementation issues. 

As always, the Joint Committee staff looks forward to working with the Subcommittee to 
develop and refine specific proposals relating to the Part B premium. 

a PRESENT LAW 

The Medicare program consists of two parts: the hospital insurance (Part A) program and 
the supplementary medical insurance (Pan B) program. 

In general, and within cenain limits. Medicare Pan A pays for inpatient hospital care, skilled 
nursing facility care, home he^ care, and hospice care. Medicare Pan A is financed by the Hospital 
Insurance Trust Fund, primarily through the payment of payroll taxes. 

Most Americans age 65 or older are automatkaUy entitled to protection under Pan A of 
Medicare with no premium requirement based on work performed in employment subject to Social 
Security payroll taxes. Persons age 65 or older who are not "fiiUy insured" fi.e., not eligible for 
monthly Social Security or railroad ledrement benefits) may obtain coverage under Pan A, providing 
they pay the foil actuarial cost of such coverage. Also digiUe, after a two-year waiting period, are 
people under age 65 who are receiving mofttMy Social Security benefits on the basis of disability, and 
disabled railroad retirement system annuitants. Most people who need a kidney transplant or renal 
dialysis because of cJironic kidney disease are, undo* certain circmDStances, entitled to benefits under 
Pan A regardless of age. 

In general, and within cenain liniits, Medicare Pan B provides coverage for doctor's services 
and cenain other mecfical semoes (such as laboratory services and outpatient hospital services), and 
home health services for persons not covered under Medicare Pan A. 

Unlike Medicare Pan A, Pan B covoage is not automatic, but depends on the payment of 
a premium. All persons age 65 or older (whether automatically entitled to benefits under Pan A or 
not) may elect to enroll in Pan B by paying the monthly premium. Persons eligible for Pan A by 
virtue of disability or chronic kidney disease may also elect to enrol] in Part B. Individuals may 
terminate their enrollment in Part B at any time by filing a notice with the Social Security 
Administration. The Part B premiura is increased by 10 percent ibr each fiiU year out of the program 
for persons who do not enroll as soon as they are eligfoie. 

The Part B prenmnn for ai^ year was originally set at the lower of: (1) an amount suflBcient 
to cover one-half of the costs of the program few the aged (W (2) the current premium amount 
increased by the percentage by which ca^ b ene fits wm tncreasei under the cost-of-living adjustment 
(COLA) provisions of the Social Security program. Premium income, which originally financed half 
of the costs of Part B, dedined uitder this formula to less than 25 percent of total program income 
because of the COLA limitation. 
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The Tax Equity and Fiscal ResponsibUity Act of 1982 temporarily suspended the COLA 
limitation for two years, 1984 and 1985. During this period, enrollee premiums were allowed to 
increase to amounts necessary to produce premium income equal to 25 percent of program costs for 
elderly enrollees. The suspension of the COLA provision was further extended in subsequent 
legislation through 1990. The Omnibus Budget Reconciliation Act of 1990 set the premium rates in 
law for each of the years 1991-1995, based on estimates of the amount necessary to cover 25 percent 
of program costs for these years. The monthly premium is $46. 10 in 1995, which is projected to 
cover 3 1 percent of program costs. Because these statutory amounts were based on estimates, the 
premium income in any year subject to the statutory rates could be more or less than 25 percent of 
actual program costs In 1996 through 1998, the prentium will be adjusted to be 25 percent of 
program costs 

In most cases, the Pan B premium is deducted automatically from Social Security or railroad 
retirement beneBts. Eligible persons not yet receiving Social Security or railroad retirement benefits 
are billed quarterly. 

TTie approximately 70-75 percent of Medicare Part B costs that are not paid by premiums is 
financed through general revenues 

HL BACKGROUND AND DESCRIPTION OF PROPOSAL 

Over the years, there have been a number of proposals, which have received bipartisan 
support, to reduce the subsidy value of the Medicare Part B program for certain beneficiaries by 
adjusting the Part B premium 


For example, such a proposal was an option under consideration as part of the 1 990 Budget 
Summit between the Bush Administration and Congressional leaders In his fiscal year 1992 budget. 
President Bush proposed increasing the Part B premium to equal approximately 75 percent of 
program costs for beneficiaries with adjusted gross incomes greater than $125,000 for single 
beneficiaries and $150,000 for couples. Similar proposals have been made in subsequent budgets. 

Last year. President Clinton included a "recapture" of the Part B subsidy for high-income 
taxpayers as part of the Administration's Health Security Act. Under that proposal, the Pan B 
premium would have increased to approximately 75 percent of the program costs for taxpayers with 
modified adjusted gross income ("AGI") in excess of $105,000 in the case of single taxpayers, 
$130,000 in the case of a married couple with one spouse covered under Part B, and $145,000 in the 
case of a married couple with both spouses covered under Part B 

eXher health care reform bills considered in the 103rd Congress contained similar proposals, 
including those sponsored by Congressman Michel (R-IL) and Senator Lott (R-MS) (H R 3080 and 
S. 1533), Congressman Cooper (D-TN) and Senator Breaux (D-LA) (H R. 3222 and S. 1579), and 
Congressman Thomas (R-CA) and Senator Chafee (R-RI) (H R, 3704 and S 1770). A similar 
proposal was not contained in the Health Security Act as adopted by the Committee on Ways and 
Means, but was included in the Health Security Aa as adopted by the Senate Finance Committee. 

Under all these proposals, additional Part B premiums would have been collected from the 
affeaed taxpayers through the Federal income lax system. 

In the 103rd Congress, H R 3704 was introduced by Chairman Thomas, As I have previously 
mentioned, this health reform bill also contained a provirion to income relate the Medicare Part B 
premium Under this provision, taxpayers with modified AGI in excess of $100,000 in the case of 
a single taxpayer and $1 25,000 in the case of a married taxpayer filing a joint return would have been 
required to pay Medicare Part B premiums equal to 75 percent of the average costs of the program 
for each month of the year that a Medicare Part B premium was paid The additional premium in 
excess of the premium collected under present law would have been phased in between $90,000 and 
$100,000 of modified AGI for single taxpayers and $1 15,000 and $125,000 of modified AGI in the 
case of married taxpayers filing a joint return. Modified AGI for purposes of this provision would 
have been the same as the definition of modified AG) for social security benefit taxation. 
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1 understand that the Subcommittee is considering ideas similar to those considered in the 
above referenced bills Although there is no specific proposal under consideration, the gener^ 
projxjsal bang considered by the Subcommittee is that taxpayers with incomes above certain levels 
would be required to pay additional Part B premiums. The total premium increase would be phased 
in over some income levels that would be specified. In the case of married couples, whether an 
additional premium is owed would be determined for each spouse based on whether he or she is 
enrolled in Medicare Part B, using the combined income of the couple. The premium generally would 
be collected the same way that Federal income taxes are collected. Any additional premiums would 
be included as an additional amount owed on the individual's tax refitni for the year. 


rv. ISSUES INVOLVED IN IMPOSING AN INCOME-RELATED MEDICARE 
PART B PREMIUM THROUGH THE FEDERAL TAX SYSTEM 

If the Subcommittee determines that it is appropriate to impose a Medicare Pan B premium 
that is income there are a number of issues that you may wish to consider if the income- 

related premium is assessed through the Federal tax system Key issues for the Subcommittee to 
decide include the income levels at which the increased premium would be paid and the amount of 
the additional premium (i.e., whether the totfd Part B premium owed would be 100 percent of the 
program costs or a lesser amount) Factors that should be taken into account in determining these 
amounts include the ability of taxpayers at higher income levels to pay additional premiums, revenue 
constraints (if any), and the effect of increasing the premium on the decision to enroll in Medicare 
PartB 


My testimony focuses on issues that arise regardless of the decisions as to particular income 
levels or premium levels. In adopting a particular proposal, I would encourage you to consider 
implementing it in a manner that is easiest for both taxpayers and the ER.S to administer. 

Phasing in an income-related Part B premium 

Whenever a tax is imposed on taxpayers with income above a certain levd, the issue of 
w^her the tax should be phased in must be conadered. If a higher rate of tax is assessed on income 
above a certain level, a taxpayer’s marginal tax rate increases as income rises. If a specified amount 
of additional tax is imposed for taxpayers with income above certain levels, the marginal rate for the 
first dollar of income above the threshold could be extraordinarily high, unless the additional tax is 
phased in over an adequate income range to smooth the effects of the phase in. 

For example, suppose the Congress imposed a 51,000 surtax on taxpayers with income in 
excess ofS50,000 per year. Ignoring any other taxes that a taxpayer nughi owe, if this tax were not 
phased in, a taxpayer with $50,001 ofincomewoidd be required to pay additional tax of $1,000, This 
would result in a marginal lax rate (assuming no other taxes) on that $1 of additional income of 
1 00,000 percent On the other hand, a taxpayer with income of $ 1 00,000 would be subject to a 
marginal tax rate of 2 percent on his iricome in excess of $50,000, 

The Congress often phases in tax increases of this nature so that these distortions in marginal 
lax rztes can be minimiaed. Most of the proposals to impose an income-related Medicare Part B 
premium would phase in the additional premium for this reason. The issue then presented is the 
income range over which the additional premium should be assessed 

It may be appropriate to choose an income range over which the additional Part B premium 
is phased in that docs not coincide with the phase-in range for the taxation of Social Security benefits. 
Because virtually all Medicare-eligible taxpayers are those who are also likely to be receiving Social 
Security berwfits, riie effect of imposing a Medicare Part B premium increase over the same in£X)me 
range as die taxation of Social Security benefits is phased in could result in what the Congress would 
conclude is an inappropriately high marginal tax rate for the affected taxpayers. 
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Under present law, taxpayws with income in excess of $25,000 in the case of a single taxpayer 
and 532,000 in the case of marri«J taxpayers fiUng a joint return must include in income up to 50 
percent of their Social Security benefits. In addition, taxpayers with income in excess of $32,000 in 
the case of single taxpayers and $44,000 in the case of married taxpayers filing ajoint return must 
include in income up to 85 percent of certain oftbeir Sodal Security benefits. The additional amount 
that must be paid phases in as income ^x>ve these amoums increases relative to the amount of Social 
Security benefits received The Contract with America would repeal the second level of Social 
Security taxation In general, under present law, if the increased Part B premium began at incomes 
in excess of approximately $36,000 for »ng[e individuals and $52,000 for married taxpayers, the 
taxation of Social Security benefits would be fully phased in before the Part B premium had an effect 
If the Contract With America provision relating to the repeal of the tax increase in social security 
benefits enacted in the Omnibus Budget Reconciliation Act of 1993 is enacted, then the levels at 
which the taxation of social saxirity bmefits is fiilfy phased in would generally be reduced to $32,200 
for single taxpayers and $46,4CK) for married taxpayers filing a joint return 

In addition, it may be appropriate to select the phase-in threshold and range in such a manner 
that the adoption of a proposal to income relate the Part B premium does not result in the creation 
of an additional marriage penalty. Under present law, in the case of a mamed couple in which both 
spouses have income, it is possible that the couple will pay more Federal income tax by filing a joint 
return than the amount of tax that would be due if each of the spouses were eligible to file as single 
individuals. This is the so-called marriage penalty. The Contract With America contains a provision 
that is designed to reduce the marriage penalty to some extent If the Subcommittee believes that it 
is important to minimize the marriage penalty, then it would be necessary to set the phase-in threshold 
for a married couple for purposes of the additional Part B premium at two times the threshold for 
single individuals. In addition, because the amount of the additional Part B premium owed by a 
couple is dependent upon whether one or both of the spouses is covered under Medicare Part B. it 
may be appropriate to phase in the addirional premium over the same range as an individual taxpayer 
in the case of a married couple with only one spouse cov^ed under Medicare Pan B and over two 
times the phase-in range of an individual taxpayer if both spouses are covered under Medicare 
Pan B 


You may also wish to consider indexing the income levels over which the increased premium 
is phased in Lfthe income levdsare not indexed, then, over time, the real income level at which the 
premium is phased in wUl decline and people with lower real incomes will be subjea to the additional 
premium This effect will be exacerbated if the Part B premium increases over time. 

Definition of income 


In order to determine the amount of additional Part B premium that is required to be paid by 
a taxpayer, it is necessary to determine the definition of income to be applied in determining whether 
the taxpayer is over the required thre^old for the phase in of the Part B premium increase. The 
principal goal ^uld be to select a definition of income that accurately reflects the taxpayer's ability 
to pay and that is commonly calculated by taxpayers so as to reduce the potential complexity of the 
premium calculation 

There are many possible definitions of iiKcmie that could be employed. A commonly used 
definition when the phase-in technique is employ is adjusted gross income (AGI) Often, AGI is 
the startmg point in the definition of income and thei additional adjustments are made to reflect more 
accurately a taxpayer's ability to pay. 

One defimtion of income used almost aD taxpayers who would be subject to the additional 
Part B premium is the definition used for purposes of the taxation of certain Social Security benefits. 
This definition begins with AGI, but is adjusted to include tax-exempt interest income and to 
disregard the exclusion from income for interest on certain educational savings bonds and certain 
foreign tax credits and exclu^iu^ Use of tins definition would have the advantage not only of using 
a definition already emfrfoyed by the class of taxpayers affected by the Part B premium increase, but 
also of ensuring that the mar^nal tax rate coiKerm addressed above could be mitigated. 

Administrative issues 


Whenever the Congress enacts new Federal tax treatment of certain income, issues as to 
administration and enforcement must be corerider^. The most significant of these issues in the case 
of imposing an income-related Part B premhmi through the Fedem! income tax system are ( 1 ) how 
and when will the additional premium be paid and (2) the need for new reporting or recordk^ping 
requirements 
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It would be a relatively simple matter to collect the additional Part B premium on a taxpayer’s 
Federal income tax return or Form 1 040 for each year. It must be determined whether the additional 
Pan B premium will be subject to the estimated tax provisions or whether it will merely be collected 
as a separate tax on the Form 1 040. If it >$ collected through the estimated tax system, then the 
additional premiums will be collected more closely to the time that the Part B coverage is provided. 
On the other hand, a taxpayer will not know with certainty whether his or her income for the year will 
be sufiBciently high so that the additional Pan B premium will, in fact, be owed and, if so, the amount 
of the additional premium. Thus, it may be a simpler calculation for taxpayers if the additional Pan 
B premium is collected only at the end of the taxable year and is not subject to estimated tax 
payments during the year. To resolve this issue, the Subcommittee will have to determine whether 
simplicity of the calculation for taxpayers outweighs the Federal government's interest in collecting 
the additional Pan B premium close to the time that the coverage to which the premium relates is 
provided. 

In some cases, a taxpayer's AGl may be redetnmined by the IRS after the tax return is filed. 
Such a redeterminadon could afteci the amount of additional Pan B premium that is owed, and could 
mean that the taxpayer is entitled to a refund or owes an additional amount If the Pan B premium 
is treated the same as Federal income taxes, then the IRS will automatically recalculate the Pan B 
premium if AGI is redetermined and wilt make appropriate adjustments to the taxpayer's total tax 
liability 


Another issue that must be considered is whether it is necessary or appropriate to impose 
reporting requirements so that the IRS is capable of determining, from the face of a taxpayer's Form 
1040, whether the taxpayer is subject to the additional Part B premium. For example, the 
Subcommittee might consider whether it is appropriate to require that a statement be provided to a 
Medicare-covered individual for each year indicatii^ the months of Medicare Pan B coverage for the 
year This statement could then be attached to the taxpayer's Form 1040 for the year. However, in 
virtually all cases, a taxpayer who is subjea to the additional Pan B premium would also be claiming 
the additional personal exempuon for the elderly. In such a case, the IRS would generally know that 
a taxpayer with sufficiently high income who is also claiming an additional personal exemption for 
the elderly is likely to be required to pay the additional Pan B premium. In some cases, a taxpayer 
who claims an additional exemption for the elderly will have been covered by Medicare Pan B for 
only pan of a year, but h should be a relatively minor problem to resolve discrepancies in such cases. 

Some taxpayers who are under age 65 are also Medicare eligible (e g., cenain disabled 
individuals or individuals with end-stage renal disease) and may have sufficiently high income that 
they would be required to pay the additional Pan B premium. The Subcommittee should consider 
whether it is appropriate to adopt a specific reporting requirement to ensure that high-income 
taxpayers who are under age 65 and covered under Medicare are paying the additional Pan B 
premium However, this may be such a small class of taxpayers that it may not be worth the 
administrative costs of imposing such a reporting requirement 

Fairness 


Some people who would be subject to an additional income-related Part B premium may elect 
to decline Pan B coverage as a result of the additional premium Others who are currently covered 
under Medicare Part B may feel that enactment of an income-related Pan B premium unfairly 
increases the cost of the program to them. They may argue that they would not have elected Pan B 
coverage in the first place if they had know that they would be subject to a significant premium 
increase. Under present law, persons in Part B may t^minate Pan B coverage by notifying the Social 
Security Adnnnistration Thus, persons who wish to terminate coverage due to the increased 
premium can do so. However, to avoid an appearance of unfairness, the Subcommittee may want 
to conader whether h is appropriate to provide special notice of the right to terminate coverage when 
the Part B premium is effective, and the consequences if the person would later like to again be 
covered (i.e., the premium increase) The costs of providing such a notice should be weighed against 
the benefits to Pan B recipients. 
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V. CONCLUSION 

In closing, 1 would like to give the Subcommittee an idea of the magnitude of the revenue 
involved if an income'felated Medicare Part B pre mi um were imposed. Assume an individual covered 
under Medicare Part B woe required to pay an additional premium so that the total amount paid by 
the individual equaled 75 percent of the average costs of the program In addition, assume that this 
additional premium would be phased in over a S10.000 range begjiming at AGI of $50,000 in the case 
of a single taxpayer and $ 1 00,000 in the case of a married taxpayer filing a joint return. If this type 
of proposal were effective beginning in 1996, H is estimated that additional revenues of $8. 1 billion 
would be collected over the fiscal year 1996-2000 p^od. Obviously, larger or smaller amounts of 
revenue could be raised depending upon where the income thresholds are set. the range over which 
the additional premium is phased in, and the magnitude of the Part B premium imposed. 
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Chairman Thomas. Thank you very much, Mr. Kies. 

Mr. Crane, do you have an interest in inquiring? 

Mr. Crane. Just one. 

Ken, do you believe that using the Federal tax system to impose 
an income related Medicare part B premium is actually workable? 

Mr. Kies. Mr. Crane, it would require relatively little modifica- 
tion to the actual tax return to be able to collect it, so it imposes 
relatively small additional complexity. 

Mr. Crane. That is all. Thank you. 

Chairman Thomas. Mr. McCrery. 

Mr. McCrery. Ken, would you go over that revenue estimate 
again? 

Mr. Kies. Under the particular proposal that I 

Mr. McCrery. I got the $50,000 and $100,000. I got all the de- 
tails. I just missed the number. 

Mr. Kies. The number is $8.1 billion over a 5-year period. 

Mr. McCrery. $8.1 billion, that is it. 

Mr. Kies. Now, you can change it. For example, if you were to 
impose it at $50,000 for a single and $75,000 for a married couple, 
it raises $12.4 billion. So where you put the threshold amounts ob- 
viously has a lot to do with it. And keep in mind under that pro- 
posal we would be charging 75 percent of the total cost. So if you 
took it up to 100 percent, you would probably see the revenue in- 
crease by 30 or 40 percent. 

Mr. McCrery. Have you given some thought as to how we 
should define income? 

Mr. Kies. Clearly, the simplest approach would be adjusted gross 
income. However, in an attempt to more closely approximate ability 
to pay, you may want to add, for example, tax-exempt interest 
which would not normally be includable in adjusted gross income. 
Clearly, I think the simple starting point would be adjusted gross 
income, since it is already determined on the return and making 
it easy for people to determine what point they are at relative to 
the thresholds I think is fairly important for the ability to admin- 
ister. 

Mr. McCrery. If we are really looking to get those who are able 
to pay something closer to the true value of what they are getting, 
then we should consider something other than the AGI or some- 
thing in addition to the AGI. 

Mr. Kies. If you were trying to get closer to ability to pay, you 
would want to pick up other forms of income that are significant. 
Tax-exempt income could be a significant item. There does not im- 
mediately come to mind anything else that probably fits into that 
category that is probably as prevalent among those in the over age 
65 category. 

Mr. McCrery. And how do we go about getting that information? 

Mr. Kies. We have data relative to distribution of tax-exempt in- 
come. Currently, I think you have to check a box on your return 
if you do have tax-exempt income, because it can enter into mini- 
mum tax calculations and things like that. So that would not be 
a significant increment and complexity, if that were the definition 
that the subcommittee wanted to choose. 

Mr. McCrery. Thank you, Mr. Chsurman. 



256 


Mr. Kies. The one other element is the fact that Social Security 
income is not currently all included, because currently you are only 
taxed certain amounts over certain thresholds, so that is probably 
the one other significant source of income besides tax-exempt in- 
come. 

Chairman Thomas. I thank the gentleman. 

Obviously, in your capacity we are going to be asking you to slice 
this particular apple in a number of different ways. I think the 
record needs to show that, although obviously the Joint Tax Com- 
mittee and the Ways and Means Committee ultimately looks at the 
question of revenue and how these changes might generate x num- 
ber of dollars, what we are also doing is talking about equity and 
fairness in terms of a policy, since in focusing on part B we want 
to underscore again that this is money that comes, except for the 
small portion from the beneficiaries, out of the general fund and 
that it is a gift to individuals, with no relationship to their wealth. 

An idea that I want to begin exploring with you is the idea that 
Senator Gregg mentioned, the concept of a Medicheck or an ability 
to allow someone to take the actuarial value of the Medicare pro- 
gram and spend it in the private sector for health goods and serv- 
ices, and that perhaps the amount of the Medicheck might be 
structured in a way in which the more wealthy individual got a 
smaller check. As you understand the concept, would there be any 
more complexity in trying to work out a structure like that than 
the one that you just discussed, which is the question of how much 
you have on your AGI and adjust it in terms of how much you 
would get on the 80/20 split? 

Mr. Kies. I guess my initial thought, Mr. Thomas, is that most 
of the complexity would be associated with the fact it would be 
something new and different. If we were to use adjusted gross in- 
come as the means of determining how much of a Medicheck each 
individual would be entitled to, then the actual mechanics would 
not be significantly dissimilar to what we are talking about here. 

Chairman Thomas. So from a mechanical point of view, in a gen- 
eral sense, we do not really have a problem. We worked in this 
area enough that we could solve it. It is just the policy that has 
to be determined? 

Mr. Kies. I think that is correct, substantially a health care issue 
policy, as opposed to how you do it through the tax system. 

Chairman Thomas. Thank you very much. 

Any further questions? 

[No response.] 

I do think for the record we should indicate that the U.S. Treas- 
ury was asked to testify at this hearing and they declined and sub- 
mitted no written testimony. 

Could we then ask for the next panel, which may begin to bridge 
the gap between tax policy and health care policy. Coming forward 
on this panel would be Stuart Butler, who is vice president of the 
Heritage Foundation, and Gail Wilensky, who is a senior fellow at 
Project HOPE, and someone who has participated in the previous 
administrations in a number of leadership capacities, among them 
HCFA and others in the Bush administration. 
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Thank you very much for your willingness to testify in front of 
the subcommittee. I will say that any written statement that you 
have will be made a part of the record, without objection. 

Stuart, if you want to begin, you can inform us in any fashion 
you see fit that would get the message across. 

STATEMENT OF STUART M. BUTLER, PH.D., VICE PRESIDENT, 
THE HERITAGE FOUNDATION 

Mr. Butler. Thank you, Mr. Chairman, for the opportunity to 
testify today on the future of the Medicare part B program. 

I believe that Congress needs to approach reform of the program 
this year with two objectives firmly in mind. First, entitlements 
like part B need to be reviewed for ways to reduce the net outlays 
of the Federal Government as part of a general commitment to re- 
ducing the Federal deficit. Second, Medicare, like all other pro- 
grams of the Federal Government, needs to be subjected to a bot- 
tom-up review to explore better ways of achieving its objectives, as 
the two Senators both said earlier. The American people sent a 
strong message last November that they wanted such a review of 
all government proCTams. 

The options for changes in part B, as I suggest in my written tes- 
timony, are intended to meet the first objective, but are also com- 
patible with the second. To achieve broad-based structural changes 
in Medicare, I believe Congress should begin to institute changes 
that will move Medicare away from the current highly regulated 
^stem toward a system that provides eligible Americans with a 
f«ed contribution toward the health plan of each retiree’s choice. 
In that way, senior citizens with their doctor’s advice could pick the 
range of benefits and type of plan that best meets their needs. And 
they would also have the incentive to choose the plan offering them 
the best value for the money. 

In short, Mr. Chairman, retirees and the disabled would be given 
the same freedom as Members of Congress to choose the type of 
plan that is right for them. I think as Senator Gregg emphasized, 
the FEHBP is a very different kind of program in terms of the in- 
centives that apply to Federal workers and to Members of Con- 
gress. It is instructive that its rate of premium increase has been 
so low for many years, and I think it is a clear indication that a 
different dynamic occurs in that program compared with Medicare. 
So I woula strongly urge Congress to combine changes in part B 
premiums with initial steps toward a reformed system of that kind. 

In my written testimony, I lay out the arguments for raising the 
part B premium in concert with the general reform of Medicare. It 
is important to remember some things about part B. As you point- 
ed out yourself, Mr. Chairman, unlike the hospital insurance seg- 
ment of Medicare, part B is a voluntary program. It is not a social 
insurance program. In reality, it is a below-cost commercial service 
offered by the Federal Government. The beneficiaries’ contribution 
is a flat amount unrelated to income, and the program is heavily 
subsidized by the general taxpayer, even for very affluent retirees. 

When the part B program was launched, the subsidy rate was 50 
percent. It is now closer to 75 percent of outlays. Thus, part B 
today allows affluent elderly Americans to choose a health insur- 
ance plan offered by the Federal Government in which most of the 



258 


tab is picked up by the taxpayer. It is little wonder that 97 percent 
of the eligible population sign up for part B. It is hard to justify 
the generous subsidy, however, at least for those who do not need 
it, when so many cuts are being considered in so many other pro- 
grams. 

Part B costs also are growing at an alarming rate. The trustees’ 
report in 1994 expressed great concern about the growth in spend- 
ing. As the Kerrey Commission pointed out, the cost to taxpayers 
will increase sharply in the future. One way Congress can begin to 
rein in this sharp growth in taxpayer costs is by requiring those 
who can afford it to shoulder a greater share of the cost. 

The heavy subsidy of part B also discourages the elderly from 
choosing plans that would better provide them with better health 
care at a lower real cost. Because part B charges the elderly only 
25 cents on the dollar, far more innovative and efficient plans in 
the private sector cannot compete on price. Raising the part B pre- 
mium would create a more level playingfield and encourage seniors 
to pick more efficient plans. 

Even better, of course, would be for Congress to convert the part 
B subsidy into a fixed payment toward the plan of the eligible per- 
son’s choice, one free of the rigidities of the current part B rules. 
That would allow elderly Americans to choose from a wider array 
of different types of plans and, thus, stimulate innovation and bet- 
ter services for the elderly. 

Raising part B premiums, Mr. Chairman, is not a tax increase. 
You will not find officials of the Heritage Foundation coming to 
Congress to advocate tax increases. What we do advocate is that 
when the Federal Government offers an essentially commercial 
service to corporations or individuals, generally it should charge 
the full cost. That goes for airport landing fees, as well as for 
health insurance. If a particular group of Americans truly deserve 
to be subsidized, then they should be subsidized directly, not 
through a price break available to everyone else. 

Raising part B premiums means cutting the subsidy that should 
not be available to many Americans. The issue is how to reduce 
that subsidy in the fairest way. In my testimony, Mr. Chairman, 
I suggest three options available to Congress, but several variants 
are possible. 

To summarize them. Congress could look at raising the part B 
premium to the full cost of the program. That would save a great 
deal of money, but it would impose enormous costs on low-income 
Americans. Raising the premium back to the percentage that was 
envisioned when Medicare was launched, at 50 percent, obviously 
would save less money, but would still retain a large subsidy to 
people who do not need it. 

That is why I think that the third option, the compromise that 
others already mentioned, is the one to explore. That would be to 
means test premiums for upper-income beneficiaries. This option 
accepts that subsidizing needy Americans is a function of Medicare 
part B, but would limit that subsidy to those who need it most. A 
wide range of formulas could be used, but essentially Congress 
would continue the current level of subsidy up to a certain thresh- 
old and then phase out the subsidy — ^that is, raise the premium in 
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increments as income rises until the premium covers the full cost 
of coverage. 

Mr. Chairman, I must emphasize again, in conclusion, that pre- 
mium changes should be instituted in tandem with initial steps to- 
ward a general restructuring of the Medicare program. It is nec- 
essary to curb the costs of the Medicare proCTam and the costs of 
other entitlements. The aim of the structural changes should be a 
Medicare system in which retirees receive a contribution toward 
the cost of coverage when adjusted according to income which they 
may use to enroll in the plan of their choice. 

Such a system would have to be introduced gradually and would 
require certain changes in insurance rules for private insurance 
plans serving the Medicare population. But if the long-rim expendi- 
tures of Medicare are to be brought under control, while assuring 
the widest choice and value for money for retirees, budget savings 
must be accompanied with the first steps toward structural reform. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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TESTIMONY OF STUART M. BUTLER 
THE HERITAGE FOUNDATION 


!.!r. Chairman, my name is Stuart Butler, f am a Vice President at The Heritage 
Foundation. J appreciate the opportunity to address the subcommittee on the issue of 
Medicare Part B. I emphasize that the views I express are my own, and should not be 
construed as representing any official position of The Heritage Foundation. 

The American people sent the powerful message last November that they want 
Congress to undertake a radical overhaul of government. They want Congress to review 
the activities of the federal government to determine how to move functions closer to the 
people. They want Congre.ss to curb the growth of government and its intrusion into their 
lives. And they want Congress to look at how to reform those programs w'iihin the 
domain of the federal government so that they can better achieve their stated purposes. 

Congress has an unprecedented opportunity to undertake such a fundamentai 
reform of the Medicare program. It must do so in the context of the immediate need to 
take steps to balance the books of the federal government and to rein in the huge growtli 
in federal spending over the Iasi several years, which has pushed the country into debt 
while raising the burden of taxes on Americans. More specifically. Congress must 
consider Medicare reform in the context of a general reform of entitlement spending. 

None of the entitlement programs can be considered “off (he table” as Congress grapples 
with the deficit — especially programs that provide large subsidies to one generation by 
passing the tab to the next. 

The Medicare system thus should come under careful review, to see if sensible 
savings can be achieved while reforms are undertaken. As I will point out in this 
testimony, among the many possible reforms to achieve a reduction in the growth of net 
outlays of Medicare, Congress should consider is an increase in the heavily-subsidized 
Medicare Part B premium. As 1 will explain, this can be justified whether or not the 
objective of the reform is to reduce net outlays. 

Still, any changes in the Medicare Part B premium should be taken in tandem with 
steps towards structural reform of the entire Medicare program. That structural refonn 
should move Medicare away from the current highly-regulated system, characterized by 
complex price and volume controls and Washington-specified services, towards a system 
which seeks to protect the health of eligible Americans as economically as possible. In 
this latter, reformed Medicare system, retirees would have the widest possible discretion 
to enroll in plans of their own choosing, with the benefits they and their doctors feel are 
right for the retiree, and with the government making an appropriate contribution towards 
the cost of the chosen plan. 

With the government making a fixed contribution for each retiree. Medicare 
beneficiaries not only would have the freedom to choose the benefits and type of plan 
they preferred (such as fee-for-service or managed care), but they would also have the 
incentive to seek out the best value for money among plans. This reform would give 
retirees in Part B choices and incentives very similar to those applying to Members of 
Congress under the Federal Employee Health Benefits Program. It is no coincidence that 
the FEHBP has managed to keep increases in enrollee costs well below those of Medicare 
and, more significantly, those of corporate health plans, while maintaining a high level of 
satisfaction. 

The possible changes in the Part B premium J will review are compatible with this 
structural reform. 
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The Case for Raising Part B Premiums 


The Medicare Supplementary Medical Insurance (SMI) program, known as Part 
B, pays for physician services, outpatient hospital services, and other medical expenses 
for Americans aged 65 and over and for the long-term disabled. Unlike the hospital 
portion of Medicare (HI), enrollment in Part B is voluntary. And unlike the HI program, 
Part B services are paid for through a system of premiums (supplemented with general 
revenues) rather than with the payroll taxes. According to the most recent report of the 
Board of Trustees, SMI disbursements in 1993 were $57.8 billion ($54.0 in benefits). The 
program received $41 .5 billion in general revenue contributions in 1993 (71 .9 percent of 
income).’ 

This subsidized, voluntary program is very popular. At the time of its enactment 
onJuly I, 1966, 17.7 million aged persons enrolled in Medicare Part B. This population 
has steadily increased over time. In 1990, 32.6 million aged persons were enrolled in 
Medicare Part B. In 1 995, 35.7 million persons are enrolled in Part B. or 97 percent of the 
total Medicare population. In 1990, 3.2 million enrollees were covered under both the 
Medicare and Medicaid programs (The slate paid for premiums and required cost sharing 
expenses). 

There are several reasons for making changes in the Part B program, and in 
particular for requiring some beneficiaries to shoulder a higher proportion of program 
costs. Among them; 


1. Part Bis a heavily subsidized entitlement without regard to income or any past 
contributions 

Unlike the HI program (Part A), the benefits available from Part B are not even in 
theory based on contributions made by recipients during their working years. Instead it is 
a government-sponsored health insurance program that is heavily subsidized by taxpayers 
(including many elderly Americans who have chosen not to enroll). 

The subsidy is roughly three dollars for every dollar of premium paid. More 
precisely, beneficiaries in 1993 contributed just 24.6 percent of program income.^ 

When Part B was established, it was Congress’ intention to provide a subsidy, but 
at a much lower rate than today. Until 1973, SMI premiums were set by law to finance 
one half the benefit and administrative costs of the program plus a small contingency 
amount to go into a separate trust fund. However, in 1972, Congress amended the Social 
Security Act and drastically altered that arrangement. Beginning in July 1973, SMI 
premiums could be increased only if monthly Social Security cash benefits were 
increased. Premiums are permitted to rise no more than the percentage increase in cash 
benefits. Since the 197-2 amendments, the proportion of Part B income contributed by 
enrollees has declined, and so the degree of subsidy has increased. Enrollees in 1 995 pay 
a premium of just $46. 10 for insurance that covers 80 percent of allowable charges with a 
deductible of only $100. Had the original deductible been allowed to rise in line with 
outlays, it would be over $1 ,000 today. With such inexpensive and generous coverage, 
subsidized by the taxpayer, it is little wonder that almost all eligible Americans decide to 
enroll in Part B. 


' Board of Trustees. Federal Supplementary Medical Insurance Irusi Fund, 1994 Annual Report of The 
Board of Trustees of the Federal Supplementary Medical Insurance Trust Fund (Washington D C.: US 
Government Printing Office, April 1994), p. 1 
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When working Americans are facing up lo the need lo tighten their belts and 
accept reductions in federal programs, it is hard to see why, at the very least, more 
affluent retirees should not contribute a larger share of the cost of Part B. While Medicare 
Part B requires the payment of premiums, it is actually an income transfer program, 
taking away income from one segment of the population and redirecting it to another, 
without regard to the latter’s income.^ 


2. Part B costs are growing at an alarming rate 

In the 1 994 Trustees' Report to the Congress, the financial outlook for Medicare 
Pan B is not encouraging. While the Trustees believe the SMI program is currently 
actuarially sound, they “(n]ote with great concern the past and projected rapid growth in 
the cost of the program.. .Growth rates have been so rapid that outlays of the program 
have increased 59 percent in aggregate and 45 percent per enrollee in the last five years. 
For the same time period, the program grew 23 percent faster than the economy despite 
recent efforts lo control the cost of the program." While the Trustees do not make any 
long range projections like they do in the HI (Part A) program, they point out that the 
SMI program will be affected by many of the same factors that are projected to increase 
Part A’s costs {medical inflation, a rapidly aging society, etc.) 

Part B outlays are growing at such a rapid rate that they are consuming an ever- 
larger share of the gross domestic product (GDP), as are HI expenditures. In 1 993, Part B 
spending constituted 0.88 percent of GDP. This year the proportion is projected to be 
0.99 percent, and in just 10 year’s time the proportion is projected to be 1.17 percent. 

Such an alarming rale of increase in a program, particularly a voluntary 
enrollment program, demands congressional action to curb the grovvih of future outlays, 
by benefit reductions and/or by requiring at least some beneficiaries to shoulder a greater 
share of costs. 


3. The generosity of Part B subsidies is a barrier to finding more economical and 
efficient H'ay’j of providing health care services to the elderly 

Since enrollees pay only 25 percent of the costs of Medicare Part B, insurance 
alternatives to the program generally are very unattractive even if they are actually much 
more efficient in delivering services — unless the proportion of the premium paid by the 
private sector enrollee is close to 25 percent. Some corporate retiree plans require low 
cost sharing from beneficiaries, and so are competitive with Part B. But if, say, a retiree 
had to pay the full cost of equivalent insurance coverage. Part B could be almost three 
times as costly in delivering services (including overhead) and it would still be more 
attractive lo the retiree. There are good reasons to believe that because of this wide price 
differential, made possible by the heavy subsidy. Part B is under less pressure lo realize 
true efficiencies. Its payment schedule is a highly complex price control system, for 
instance, and is very inflexible, and only nine percent of enrollees are in managed care. In 
the competitive private sector, by contrast, there is continuous adjustment of pricing and 
benefit le\els as plans seek greater efficiency, and there has been a quite dramatic shift in 
recent years to managed care. 

Reducing the subsidy level in Part B would encourage many retirees to compare 
the costs and benefits of private alternatives with those of the Part B program. The 


■ David Koitz, Medicare Taxes. Premiums, and Government Contribuuons for 1995, CRS Report for 
Congress, p. 2, December 20, 1994. 

/ 994 Annual Report, p. 3 . 

' Guy King, “Health Care Reform and the Medicare Program.” Health Affairs, volume 13. no. 5. Winter 
1994, p.4 1 . Projections based on Trustees Report. 



263 


further the subsidy were reduced, and hence the more level the playing field, the greater 
would be the inducement to pick more efficient private plans. That would lead to a 
reduction in the outlays of the program. 

Whether or not the subsidy level is reduced, the desire to introduce greater 
incentives for efficiency has led many analysts to favor reform.s that would reconstitute 
Medicare Part B (and Part A) into the equivalent of a voucher program, to give the 
elderly the opportunity and incentive to choose plans and benefits that are very different 
from Part B, This reform would not, in itself, change the government’s coniribulioii to 
retirees, but it would give them far more freedom of choice and a strong incentive to seek 
the best value lor money among private-sector plans competing on an equal footing with 
the Part B program. 


Options for Raising Part B Premiums 


Not a Tax Increase. If this subcommittee gives serious consideration to reducing 
the level of subsidy by raising the Part B premium, members no doubt will be accused by 
some critics as favoring a lax increase. 

An increase in the Part B premium is not a lax increase. 

Members of this subcommittee can fee! very confident that as a senior official of 
The Heritage Foundation, 1 would not come before you and advocate a tax increase. On 
the other hand, while opposing tax increases, we at Heritage have consistently argued that 
individuals or corporations receiving an explicit service from government — especially 
one which could also be provided by (he private sector - should pay the full cost of that 
service unless there is some pressing reason for a subsidy (such as poverty). And such as 
subsidy should be explicit, rather than hidden in the price of the service. This is why 
scholars from The Heritage Foundation have testified before various committees and 
published studies advocating full-cost user fees for commercial services available from 
the federal government. 

Part B is a “commercial” service provided by the federal government. If there is to 
be a subsidy for eniollees in the program, it should be restricted to those whom Congress 
has determined cannot reasonable afford an acceptable level of physician services and 
other services available under Part B. There is a strong case for ending the subsidy 
available to other Americans. 

While a case can be made for greater cost sharing in Part A, the case is much 
stronger for Part B. Americans contribute to their Part A benefits throughout their 
working life. Those contributions are mandatory and are income related. Thus there is 
reasonable argument against mean-testing Part A or reducing benefits if they fall below 
the equivalent value of payroll contributions. No such argument applies to Part B. Part B 
is voluntary — retirees and the long-term disabled examine the cost of coverage under the 
subsidized Part B program and under private alternatives and choose whether or not to 
enroll. 


Under current law, according to the Congressional Budget Office, the federal 
government is projected to spend $485.9 billion over the next five years in Part B 
payments (of which premium payments cover just 25 percent).^ 

Outlays (in billions of dollars) 


^ Congressional Budget Office, “CBO December 1994 Baseline, Outlays by fiscal year, in billions of 
dollars,’' January 9, 1995. 
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1996 1997 1998 

75.3 85.3 96.1 


1999 2000 

108.0 121.2 


There are several options available for raising Part B premiums. 


Option 1) Raise the beneficiary premium to 100 percent of costs. 

While obviously the most difTicult option politically, this change could achieve 
net savings to the program of as much as $364 billion over five years, depending on the 
assumptions made.^ Even if this sharp increase had applied in 1995, beneficiaries still 
would pay just $1 84.40 per month for good coverage. 

Bui needless to say, this change would be a great hardship for many lower-income 
Americans. It would also be a new burden to slates, unless states chose to maintain their 
current level of financial support for individuals also on Medicaid -- in which case these 
low-income Americans would face relatively large premium costs. 


Option 2) Raise the premium cootribution level to 50 percent of costs. 

Congress originally set the premium for Pan B at 50 percent of costs, and so this 
option would merely reinstate that premium percentage. This would still retain a heavy 
subsidy to enrollees, regardless of income. Had this change been in effect in 1995. 
premiums would be $92.20 per month. The net savings to the government from this 
change would be as much as $121.5 billion over five years. 

While lower-income enrollees would not be affected by this change as much as 
under option I, many would still face hardship — while upper-income enrollees would 
continue to be heavily subsidized. 


Option 3) Means-test premiums for upper-income beneficiaries. 

A compromise change would be to reduce the subsidy as income rises. The 
savings achievable from such a change would vary widely, depending on what method of 
means-testing was introduced, 

A general concern about any means-testing system is that it has the equivalent 
effect of raising marginal tax rates for individuals enrolled in the program, since 
premiums rise with income. Still, this effect could be kept quite small. Consider the 
following change: 

Gradually reduce the Medicare Part B premium subsidy for "high retirement 
income” beneficiaries. Tlie threshold begins at $65,000 adjusted gross income 
for individuals and $85,000 for couples. The subsidy is phased out in increments 
of 3 percent per $1,000 of income above the threshold. The full premium would 
be paid by individuals above $98,000 AGI and couples above $1 i 8,000 in AGl. 

The increase in equivalent effective marginal lax rate in this case would be 
approximately 5 percentage points. 


’ A change of this magnitude would have lai^e behavioral effecis which are beyond the scope of ilirs 
analysis. Clearly one effect would be that the number of persons enrolled in Pan B would decline, as 
individuals comparing premium costs chose more competitive private plans Thai would reduce oitilays 
and the net savings to the deficit. 
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While these reductions in the subsidies in Part B would yield savings to taxpayers, 
1 must emphasize again, in conclusion, that such changes should be instituted in tandem 
with initial steps towards a restructuring of the Medicare program. The aim of the 
structural changes should be a Medicare system in which retirees receive a contribution 
towards the cost of coverage (perhaps inversely related to income) which they may use to 
enroll in a plan of their choice. Such a system would have to be introduced gradually, and 
would require certain changes in insurance rules for plans serving the Medicare 
population. But if the long-run expenditures of Medicare are to be brought under control, 
while assuring the widest choice and value-for-money for retirees, structural reform is 
essential. 
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Chairman Thomas. Thank you very much, Dr. Butler. 

Ms. Wilensky. 

STATEMENT OF GAIL R. WILENSKY, PH.D., SENIOR FELLOW, 

PROJECT HOPE 

Ms. Wilensky. Thank you. 

Mr. Chairman and members of the subcommittee, I thank you for 
inviting me to speak before you today. I know that you are in the 
middle of a series of hearings on Medicare and commend you for 
the review that you are imdertaking. It is important to consider 
Medicare in its entirety, although I recomize that today’s hearing 
focuses on part B. It is important that whatever changes are made 
to the Medicare program are made with long-term objectives in 
mind. 

Medicare is in serious need of reform. Part A, funded by the trust 
fund, as you have heard is running out of money. According to the 
intermediate assumptions, the latest trustees’ report projects that 
the HI Trust Fund will be bankrupt in the year 2001. I know you 
have heard that before, but it is important that we keep stating 
this fact. 

While part A does not have the immediate impact on the deficit 
of part B, the need for change is clear and unmistakable. Part B, 
which is financed three-quarters by the general fund and one quar- 
ter by premium payments from the elderly, poses a different set of 
problems. It is not a trust fund which is being drained of resources, 
but, rather, the Federal budget that is being adversely affected. 

At a time when spending in the private sector has slowed dra- 
matically, the increases in spending for Medicare continues in dou- 
ble digits. Between 1983 and 1991, Medicare spending grew more 
slowly than spending in the private sector. But since 1991, Medi- 
care has grown substantially faster, 6.5-percent versus 4.7-percent 
growth in real spending adjusted for inflation per capita. 

The differential appears to be even more dramatic in 1993-94, 
where spending in the private sector increased at a rate of 2.5 per- 
cent, while spending for Medicare increased at a rate exceeding 10 
percent. According to CBO baseline estimates, part B growth for 
fiscal year 1995 is 10.9 percent, with growth rates between 12 and 
13 percent per year for the remainder of the decade. 

Even growth rates in spending for the physician component, 
which in this fiscal year was projected to grow less than 6 percent, 
are expected to ctow between 9 and 12 percent per year throughout 
the rest of the decade. 'The growth rates for durable medical equip- 
ment, laboratories, outpatient hospital spending, and other part B 
costs are projected to ctow even more rapidly. 

But we should not be surprised at this outcome. There are few 
incentives for the elderly to seek cost-effective providers or for their 
physicians or medical suppliers to limit the spending on them. It 
is particularly a problem for hospital outpatient spending and clini- 
cal lab procedures, but it is also a problem in your efforts to mod- 
erate physician spending. 

An individual physician’s behavior has little bearing on the 
changes in fees to that individual physician, as a result of expendi- 
ture goals being met or not met. And this combined with the cost- 
increasing incentives inherent in a la carte fee-for-service medicine 
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means that there are few incentives for physicians to practice cost- 
eflRcient and prudent medicine, and no rewards for those that do. 

Effective reforms will need to change the basic incentive struc- 
ture associated with Medicare. There is no incentive for the elderly 
to see cost-effective physicians or hospitals or to use lower cost du- 
rable medical equipment, laboratories or outpatient hospitals. Simi- 
larly, hospitals are encouraged to increase the use of outpatient ad- 
missions and procedures and physicians are rewarded for doing 
more, when doing less might be as good or better. 

Ultimately we need to reward the elderly for choosing more cost- 
effective plans. We need to provide incentives for physicians and 
hospitals to order and prescribe the cost-effective medicine that is 
available and to be willing to share the savings which an a^^es- 
sive reorganization of health care can produce. 

I believe that a better use of a redesimed adjusted average per 
capita payment, the AAPCC payment vmich is currently used for 
capitated plans, could become the basis of a voucher or that some 
other vehicle, like Mr. Thomas’ Medicheck, which would encourage 
the cost-effective choices could be put in place. It would require re- 
designing the determinants of the AAPCC, making it more stable, 
taking better account of risk selection, and also opening up more 
choices toward which the pa)maent can be made. 

I have a number of specific suggestions for making these 
changes, such as having Medicare Select available everywhere, al- 
lowing point-of-service plans, having partial capitation and several 
other specific reforms that I hope you will consider. 

In the short term, however, it is possible to make changes that 
will move the Medicare system toward a better direction. Targeting 
the subsidy associated with part B so that it is more focused on 
low-income elderly, and so that it encourages more cost-effective 
choices of plans would begin to move us in a better direction than 
where we are now. 

There are several ways to do this. One is to keep the part B 
structure as it is for the poor and middle-income elderly and gradu- 
ally reduce the subsidy from its current level of 75 percent to a 25- 
percent level for upper-income elderly. These reduced subsidies 
could begin for individuals with incomes of $50,000, $75,000 or 
$100,000, depending on your perception as to where reduced sub- 
sidy should begin, and also on the revenue needs of the Congress. 
Proposals of this nature were included in the previous two sessions 
of Congress. 

A second strategy would be to increase the part B deductible to 
$1,000 from its current level of $100. This would actually represent 
the $50 deductible originally introduced in 1965 indexed for medi- 
cal inflation. As long as you kept the qualified Medicare bene- 
ficiary, the so-called QMB program, in place, and regular Medicaid 
payments for the poor elderly, there would be protection for lowest 
income elderly people. 

The SMI premium could then be lowered to as little as $4 a 
month for either all elderly or those who are less than twice the 
poverty line, with increasing amounts of payments for premiums 
for higher income elderly. Both these strategies would reduce the 
fiscal pressures on the budget by reducing the amount of subsidies 
currently being paid. But the second strategy with the higher de- 
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ductible would encourage the elderly to seek out plans that provide 
Medicare services in a more cost-effective manner. 

It would be desirable to set the combined Medicaid and Medicare 
subsidy for part B at a level which covers the full costs of the most 
cost-effective plans in an area, so that even the lowest income Med- 
icare elderly can be encouraged to seek cost-effective care. 

There are other strategies which would encourage more cost-ef- 
fective part B use, such as sharing any savings that result from the 
elderly using services provided at levels bmow current Medicare 
payments and possibly using competitive bid prices where that 
makes sense. 

Medicare is a large and complicated program, and despite the 
many changes that nave been made during the course of the last 
12 years, expenditures continue at rates that are unsustainable in 
the future. No single change will solve all of the program’s prob- 
lems. A better targeting of part B subsidies is a reasonable start, 
both on grounds of equity, as well as efficiency. But eventually 
more changes will need to be made to produce a fair and efficient 
proCTam. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF GAIL R. WILENSKY 
PROJECT HOPE 

Mr. C hairman and member of the subcommittee, thank you for inviting me to speak before 
you today. My nase is Gail WUensky. 1 ani a Senior Fellow at Project HOPE, an 
international health education foundation, but I am here today representing only my own 
views on Medicare reform. My testimony should not be regarded as representing an official 
opinion of Project HOPE. 

I know that you are in the middle of a series of hearings on Medicare, and commend you for 
the review that you are undertaking. It is important to consider Medicare in its entirety, 
although I recognize that today’s hearing focuses on Pan B reform. It is imporunt that 
whatever changes arc made to the Medicare program are made with the long term objectives 
and goals of Medicare reform clearly in mind. 

The Need For Reform 

Medicare is in serious need of reform. Part A, funded by the HI Trust Fund, is nixming out 
of money. According to imermediate assumptions, the latest Trustees repon projects that the 
HI trust fund wiU be in deficit in the year 2001. While Part A docs not have the immediate 
impact on the deficit of Part B. the need for change is clear and unmistakable. 

Pan B, which is financed three-quarters by the gei^ral fund and one-quarier by premium 
payments from the elderly, poses a different set of problems. It is not a trust fund which is 
being drained of resources, but rather the Federal Inidget that is being adversely affected. At 
a time when spending in the private sector has slowed dramatically, the increases in spending 
for Medicare contimies in double digits. 

Between 1983 and 1991, Medicare spending grew more slowly than spending did in the 
private sector. But since 1991 Medicare has grown substantially faster than spending in the 
private sector, 6.5% versus 4.7% growth in real spealing, per capita. The differential 
spending rates appear to be even more dramatic for 1993-1994, with spending in the private 
sector increasing at a rate of 2.5%, while spending for Medicare increased at a rate 
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exceeding 10%. 

According lo the Congressional Budget Office baseline estimates. Part B growth for fiscal 
year 1995 is 10.9%. with growth rates between 12%-13% per year for the remainder of the 
decade Even growth rates in spending for the physician component, which in this fiscal 
year is projected to grow slightly less than 6%, are projected to grow between 9% and 12% 
per year throughout the rest of the decade. Growth rates for durable medical equipment, 
laboratories, out-patient hospital spending, and other Pan B spending are projected to grow 
even more rapidly. 

We shouldn’t be surprised at this outcome. There are few incentives for the elderly to seek 
cost-effective providers, or for their physicians or medical suppliers to limit the spending on 
services provided to the elderly. This is particularly a problem for hospital outpatient 
spending and clinical lab procedures, but it is also a problem in your efforts to moderate 
physician spending. An individual physician’s behavior has little bearing on the changes in 
fees to that individuaJ that results because expenditure goaJs are either met or not met. 

This, combined with the cost-increasing incentives inheient in a la carte fee-for-service 
medicine, means (here are few incentives for physicians to practice cost-efficient and prudent 
medicine, and no rewards for those that do. 

Potential Strategies For Reform 

Effective reforms will need to change the basic incentive structure associated with Medicare. 
Currently there is no incentive for the elderly to seek cost-effective physicians or hospitals, 
or to use lower cost durable medical equipment, laboratories or outpatient hospitals. 
Similarly, hospital are encouraged to increase the use of outpatient admissions and 
procedures, and physicians are rewarded for doing more when less might be as good or 
better. Ultimately we need to reward the elderly for choosing more cost-effective health 
care, provide incentives for physicians and hospitals to order and prescribe the cost-effective 
medicine, and be willing to share the savings which an aggressive reorganization of health 
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care can produce. 1 believe that ihe use of a better designed Adjusted Average Per Capita 
Cost (AAPCC) pa ympju, tbe payment currentiy used for capitated plans, could become the 
basis of a voucher or another vehicle {i.e., Medicheck) which would encourage such cost- 
effective choices. It would require redesigning the determinants of the AAPCC to make it 
more stable and take better account of the risk-selection that now appeara to occur, and also 
opening up more choices towards which the payment can be made. Specific changes that I 
would recommend would include the following: 

• Allow Medicare-Select to be available everywhere. 

• Allow point of service plans. 

• Allow partial capitation or risk-based carve-out plans. 

• Move to an annual open enrollment period for aill changes in Medicare related 
policies; discontinue 30 day disenrollment policy for HMOs. 

• Remove 50/50 rule for HMOs serving Medicare beneficiaries: require outcomes 
based reports plus consumer satisfaction measures. 

• Allow HMO*S to price underneath the Medicare payment and rebate savings to 
the elderly. 

• Refine/revise capitation rate. 

— Break link to fee for service spending; 

- Experiment with basing Medicare’s contribution to the premium on 
a competitively bid level; use this amount as Medicare’s 
contribution for fee for service plans as well; 

- Experiraem with aliemacive calculations of a capitation payment for 

areas that can't support competitive bids; 

• End tax-exempt status of employer provided supplemental plans and end subsidy 
to Medigap plans. 

In the short term, however, it is possible to make changes that will move the Medicare 
system toward a beoer direction. Targeting the subsidy associated with Part B, so that it 
is more focused on lower-income elderly, and so that it encourages a more cost-effective 
choice of plans, would begin to move us in a better direction than we are now going. 

There are several ways in which this could be done. One strategy is to keep the structure 
of the Part B premium as it is now for poorer ani middle income elderly, and to 
gradually reduce the subsidy from its current level of 75% to a 25% level for upper 
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income elderly. The reduced subsidies could begin for individuals with incomes of 
$50,000, $75,000, or $100,000, dep ending OD ihe pcr<^ptions as lo where reduced 
subsidies should begin and ihe revenue needs of the Congress. Proposals of this namre 
were included in the previous two sessions of Congress. 

A second strategy is to increase the Part B deductible to $1,000 from the current level of 
$100. This would represent the $50 deductible, originally established in 1965, indexed 
for medical inflation. The Qualified Medicare Beneficiary (QMB) program and regular 
Medicaid payments for the poor elderly would protect the lowest income elderly from the 
impact of this increase in the deductible. The SMI premium could be lowered to S4 a 
month for all elderly that are less than twice the poverty line, with higher income elderly 
paymg increasingly higher premium levels. 

Both of these strategies would reduce the fiscal pressures on the budget by reducing the 
amount of subsidies currently being paid. The second strategy would also encourage the 
elderly to seek out plans that provide Medicare services in a more cost-effective manner, 
but would allow those who are able and willing to choose more expensive care to do so. 
It would be desirable to set the combined Medicaid and Medicare subsidy for Pan B at a 
level which covers the full cost of the most cost-effective plans in an area, so that the 
lowest income Medicare elderly can also be encouraged to seek more cost-effective care. 


There are other strategies which would encourage more cost-effective use of Part B 
services, such as sharing any savings that result from the elderly using services provided 
at levels below current Medicare payments. aiKl possibly using competitively bid prices 
for those services where competitive bids make sense. 

Medicare is a large and complicated program, and despite the many changes that have 
been made during the course of the past 12 years, expenditures continue at a rate that is 
unsustainable in the future. No single change will solve all of the program's problems. A 
better targeting of Pan B subsidies is a reasonable start, both on grounds of equity as 
well as efficiency, but evenoMlJy nmne rhang^«; will need to be made to produce a fair 
and efficient program. 
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Chairman Thomas. Thank you very much, both of you, for your 
testimony, especially the succinct review and then concrete sugges- 
tions. We often wind up agreeing on the problem, without having 
anyone present options as to solutions. 

The gentleman from Louisiana will inquire. 

Mr. McCrery. Thank you, Mr. Chairman. 

I thank both of you for your excellent testimony. As the Chair- 
mem said, we do appreciate the concrete suggestions that you of- 
fered us. 

I know we are not here to talk about health care reform in gen- 
eral, but it seems to me that with a couple of your suggestions we 
would need to put in place some sort of medical malpractice reform 
before those types of suggestions could be taken seriously. Do you 
agree with that, either of you or both of you? 

Ms. WiLENSKY. I think that this is an important addition that we 
need to consider. We now have powerful drives in place because of 
concerns about product liability as well as malpractice liability, 
that lead physicians in hospitals to do more, when less may be as 
well, in order to protect themselves legally. 

I think there has been some very interesting legislation that has 
been drafted in the last few years by Members of the House and 
the Senate, particularly those that fundamentally change the way 
malpractice and product liability would occur, and 1 think it is 
something that we ought to consider, if not part of the Medicare 
changes, as an accompaniment that needs to occur which will also 
benefit the Medicare program. 

Mr. Butler. I think it is also true that there are other areas 
that one would have to explore, as you do with health care reform 
generally, such as insurance rules and so forth. If you are encour- 
aging people to take a Medicheck or some payment and to shop 
around among different plans, then there are issues associated 
with how rates and premiums are set. 

If you have a fixed payment irrespective of age of people, then 
there are going to be problems of adverse selection. So there are 
a number of issues you have got to look at. But these are the same 
issues, it seems to me, that you have got to look at for general 
health care reform. 

I think part of what we are arguing is that one must see Medi- 
care reform as part of a general approach to health care reform in 
this country and apply essentially the same principles, moving 
away from a price control regulated system in Medicare toward one 
where individuals have an incentive to look for choice, and also one 
in which providers of plans and designers of plans have a wide de- 

f ree of freedom to innovate, particularly in the Medicare case, to 
egin simply to catch up with the private sector in terms of what 
is available. That is the way to get long-run reductions in the costs 
of the Medicare system. 

You have got to make some short-term changes, as we all know, 
to meet budget requirements, but we should just make sure that 
those are compatible. But the long-run savings are achieved 
through structural reform, not throu^ tightening up the existing 
system. 

Mr. McCrery. I agree that it would be difficult for us to encour- 
age or to use incentives for physicians to do less without some 
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backup on medical malpractice, because I do not think you get the 
results we desire if we did not do that. 

In all this talk about means testing or income relating part B, 
I did not hear either of you in your oral testimony — I have not had 
a chance to read your written testimony — talk about part A. In 
fact, it is already income related, is it not, to a great extent? 

Ms. WiLENSKY. Well, it is partly in place now in that the Medi- 
care portion of the wage tax that is financing part A occurs without 
limit on the income base which provides some relationship to in- 
come. It is important, though, for people to imderstand that what 
they receive from the part A trust fund is far greater than any- 
thing they ever put in. 

Even if you count the employer contribution as part of the indi- 
vidual’s contribution, somebody who is retiring as late as the early 
nineties can expect to take out two and a half times more than 
they have put in. So it is true that the way it is financed provides 
for some built-in income relationship, but it is important for people 
to understand there is a lot of money being transferred between 
the currently working and the currently retired population in part 
A that is going to come back to haunt all of us. 

Mr. McCrerv. Will that continue to be true in the outyears? I 
know you have said through the nineties, but we just lifted the cap 
just a couple of years ago, so eventually will that 

Ms. WiLENSKY. No, that will still continue to be true. 

Mr. McCrery. It will continue to be so? 

Ms. WiLENSKY. In fact, it is part of the problem that we face with 
the financial insolvency of the trust fund. It did not matter so 
much when we had fewer users relative to the payees of the trust 
fund, the wage earners, that people were taking more out than was 
being put in. But as those demographic dynamics have changes, it 
is tipping the fund into insolvency. So it is going to continue to be 
a problem, just less of a problem than if limits had not been elimi- 
nated. 

Mr. McCrery. Mr. Chairman, my time is up, but 

Chairman Thomas. If you want to continue, go ahead. 

Mr. McCrery. Briefly to kind of wrap up this point. Even though 
part A is subsidized by general revenues 

Ms. WiLENSKY. By the working population. 

Mr. McCrery. By the working population. There is at least in 
part A some relationship to income in terms of what a person pays 
into the system. Whereas, in part B there is no relationship. So it 
would seem to make some sense if we have chosen that in part A 
to also apply that to part B to some extent, would it not? 

Ms. WiLENSKY. Of course, there is also the different precedent of 
Social Security in terms of including part of the Social Security 
payment as taxable income which also income relates that social 
insurance program, as well. 

Mr. Butler. I think it is important also to recognize that there 
are fewer issues associated with part B than part A. In part A, one 
is contributing through one’s working life and it is essentially a 
service which you have been mandated to pay for. Part B is an op- 
tion and a voluntaiy system. Therefore, it seems to me that, in 
terms of fairness and equity, there is less concern about addressing 
p_art B in terms of the payment schedule and the premiums than 
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there would be in changing part A, even though a strong case can 
be made for changes in part A as well. 

Mr. McCrery. As a matter of fact, Mr. Chairman — and, Ms. 
Wilensky, you correct me if I am wrong — as of the years 2001 and 
2002, if we do not make any changes in Medicare part A, we will 
have to start subsidizing it with general revenues. 

Ms. Wilensky. Right, the fund will be bankrupt. 

Mr. McCrery. Thauik you. 

Chairman Thomas. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

Just to follow up on what Mr. McCrery said, I think that our So- 
cial Security system, as well as with our Medicare system, because 
it was not set up like an annuity type of a program, is almost like 
a pyramid scheme where at some point the people that are in at 
the beginning benefit, but the people that come too late pay the 
cost. People my age certainly are not looking forward to Social Se- 
curity some day. They are not looking forward to Medicare being 
there some day. Obviously, unless some pretty severe and drastic 
changes are made to those systems, I do not think that they will 
be around in 30 to 40 years. 

My question — and either one of you feel free to address — is about 
incentives in the system, having talked a little about Medisave ac- 
counts for the general population. Could you address whether you 
think Medisave accounts would work as well? If we did go to the 
Medisave accounts for Medicare, what level would those Medisave 
accounts have to be to provide the proper incentives for people to 
shop? 

Ms. Wilensky. Well, it depends on how you want to structure it. 
One of the concerns with Medisave, where you have some pretax 
dollars set aside for health care, is self-selection or adverse selec- 
tion, whether some of the sicker people will find themselves in a 
difficult position, unable to finance their insurance purchase and 
their medical purchases. 

If you think about the average payment that we use for HMOs 
or the Medicheck concept as being an amount that can buy an in- 
surance plan, an average insurance plan, but one for which you can 
receive refunds or rebates, there really is a very natural linkage to 
the Medisave logic. That is, a person could buy a more catastroph- 
ically oriented health care plan, receive a rebate, a savings over 
what that smaller coverage would cost and be able to have that 
amount of money available for the direct purchase of health care. 

It is just one of the many ways that this concept encourages peo- 
ple to buy what makes sense for them, to look at the best buy they 
could get for whatever amount of insurance they want to purchase 
and to use any additional moneys that may be available for other 
potential health care spending that may not be covered by Medi- 
care or to have in the future, in case they have higher needs some- 
time in the future. 

Mr. Ensign. Do you know what level that would have to be, that 
Medicheck, what kind of a subsidy would be required per person? 

Ms. Wilensky. I do not, but it is a calculation that would be 
based in part on what the cost of a catastrophic plan would be and 
then how much you want to subsidize the spending up to the cata- 
strophic plan, and whether you want that to be equally subsidized. 
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no matter who you are. You may want to make the amount either 
greater for greater health risks or CTeater for poor people. 

But it is really the concept of do you want to move away from 
a heavily insured system or to have one where you have choice. 
Once you make that decision, technical policy advisers like us can 
design a plan that will meet your needs and meet your revenue. 

Mr. Butler. I think one caveat I would want to emphasize is a 
Medisave component added to the current structure of a heavily 
regulated fee-for-service system only gets you a very small part of 
the way. It is very important to bring about a reform that allows 
very different methods of getting health care, everything from man- 
aged care to other things we have not even imagined yet. Simply 
to have a catastrophic Medisave version of what is currently in 
place is but a very small reform. You have got to think much be- 
yond that. 

Ms. WiLENSKY. One of the major problems we have now is that 
the elderly, unlike the rest of us, have very little option in terms 
of what they can buy. The evolving, innovative delivery structures 
are just not available to the elderly. They can buy a very tradi- 
tional, rigid HMO or they can stay in the sixties organized medi- 
cine that Medicare has always been. There is nothing inbetween 
that has been available, except for 15 States that used to have a 
preferred provider option, but even that authority has now run out. 

So I aCTee very much with Stuart Butler, it is changing the de- 
sign so that this is an option compatible with the other changes to 
make the elderly both more cost conscious and to ^ve them re- 
wards when they are — and to also reward their physicians and hos- 
pitals who provide cost-effective care. 

Mr. Ensign. Thank you, Mr. Chairman. 

Chairman Thomas. Senator Kerrey in his testimony I thought in- 
dicated a number of clear directions that we should go, one, lower 
the rhetoric so that we can create a bipartisan structure. But he 
also referred to a timeline in terms of perhaps we do not need to 
move forward quite as rapidly as some folks think. 

I guess I am trying to put together the comments of the gen- 
tleman from Louisiana and your response, if we do nothing, part 
A is going to expire by 2001 approximately. And since we have re- 
moved any income limit, the only thing left is to raise tax rates, 
and that even skews the unfairness even more in terms of the high 
income paying into a plan for which literally they may not get the 
benefits out of it that they pay into it, contrary to Social Security 
now in terms of how much you get out of it versus what you pay 
into it. 

I am just wondering if you share the timeline — I do not want to 
call it time limit complacency — I ^ess I do not, and I need to know 
if you folks think that I am puling it too much to say we need 
to put in place some mechanisms in the 104th Congress. Because 
I believe we have a relatively enormous education process that we 
need to carry out, and perhaps that is going to be the most difficult 
thing. Any reaction? 

Ms. WiLENSKY. There are several points to make about that. 
First is that 6 years is not very long, no matter what, and then we 
are in serious trouble — the Confess and the country is in serious 
trouble in 6 years. The second thing is, if you are looking for reve- 
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nues from savings from this program, you want to be sure any 
changes that you make move you in the right direction and do not 
further complicate the issue. 

Third, the sooner you start changes and moving in the direction 
you want to go, the wider your options, and the fairer in terms of 
signaling to people what tfkey can expect when they get to be 65 
years old. So technically you are not absolutely with your back 
against the wall in 1995. But, the sooner you start making these 
changes, the better the Medicare system and the fairer these 
changes will be. 

Mr. Butler. I think also it is very important not to wait until 
the tidal wave engulfs us. The kind of changes we are suggesting, 
in terms of restructuring the system, will lead to cumulative sav- 
ings over time. They are changing the basic dynamic of the system 
such that you begin to rack up savings over time. 

If you wait until the crisis is upon you, then you will not get the 
big savings up front from implementing then what we are talking 
about now. Tnen you will tend more likely to put into place bad 
policies, tighter controls, more restrictions, forcing the elderly into 

E lans they do not want. So I think it is very important that you 
egin a process where the payoff is down the road, but it is very 
substantial and in line with greater freedom and opportunity and 
innovation. So I would encourage you very much to move quickly 
to begin to put into place the kind of structure now that will be 
in place to avoid the crisis that otherwise is going to engulf you. 

Chairman Thomas. Let me come full circle so, as we finish this 
panel, I understand. We have not been talking about part A be- 
cause of the funding mechanism. It is the part B which, as you cor- 
rectly point out. Dr. Butler, is voluntary, but you wonder who 
would not voluntarily join up to a system that is going to give you 
75 cents on the dollar, regardless of your income. 

Mr. Butler. Mr. Chairman, it is what one might call “a steal.” 
Chairman Thomas. A steal, rather than voluntary. However, 
there is going to be some political expense to make this change. We 
heard, for example, from Joint Tax that a reasonable structure 
would produce around an $8 billion amount. Obviously, you would 
get some behavioral reinforcement for the change. 

Mv basic question would be, notwithstanding the desirability to 
do this for either revenue or behavioral changes, is it worth doing 
in the short run, when we are trying to keep our eye on that fun- 
damental reform, and perhaps we could bring about a more bal- 
anced relationship between government goods and services and 
wealth in the fundamental reform, or is it one of those pre- 
conditions to making it easier to move into that reform, that is, 
should we do it or should we not, from a political and a policy point 
of view? 

Mr. Butler. You are under two broad pressures, Mr. Chairman. 
Mr. Kasich is looking for all kinds of ways to achieve the objective 
of a balanced budget, and that is quite proper. 

Chairman Thomas. I thought we could close the doors on that for 

just a little while and talk about 

Mr. Butler. But it is a reality. It is a reality and, therefore, 
when you look at Medicaid, you want to put into place some 
changes which do contribute to that budget objective, but certainly 
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do not conflict with the longer run objective of Medicare reform. 
Whatever savings one can get now that are politically achievable 
makes sense. But I think ^raat is crucially important, that what- 
ever you do in terms of savings, whether it is $8 billion or more 
than that, must be combined with steps to deal with the real prob- 
lem which is coming down the pike. 

Ms. WiLENSKY. Let me push you to go further, in part because 
I think that you will have to consider how much political capital 
you have to make these changes and how many times you can 
make them. 

I agree that you will need some revenues in this Congress and 
you may not have the luxury of ignoring that need. But there are 
ways to partially or fully set in place the kinds of changes we have 
talked about, and I strongly encourage you to do those in this Con- 
gress, as well, such as to allow partial capitation or risk-based 
carve-outs, to have HMOs allowed to price beneath the Medicare 
payment and rebate savings to the elderly, to revise and refine how 
you do the capitation rate, breaking the link to fee-for-service 
spending in Medicare and tying it to a more reasonable rate of 
change, to look at the notion of having Medicare’s contribution to 
a premium be based on a competitively bid level, at least on an ex- 
perimental basis in places that make some sense, to use an out- 
comes based measure for quality and to include consumer satisfac- 
tion, rather than the current 50/50 rule requiring 50 percent com- 
mercial enrollees, as well as no more than 50 percent Medicare, 
and to change the nature of the enrollment period from this contin- 
uous 30-day enrollment/disenrollment to a onetime waiting period 
and then annual enrollment like the rest of us have. 

Those kinds of changes are changes that could be introduced in 
the 104th Congress and that would begin to substantially change 
to this Medicheck or capitation oriented system, as well as to have 
some means testing components. So if you think that you can have 
the support of your committee members to go forward, I would 
strongly encourage you to have broader visions than only income 
relating part B. 

Chairman Thomas. I think that is basically the argument that 
any change is resisted, and that if you do a simple thing like 
means testing or income relating, you are going to get a degree of 
opposition. You might as well move as boldly as you can to get as 
many of these pieces in place, including this, because you will get 
resistance anyway. I think that is ultimately the political answer. 

I appreciate your specific suggestions and, as technical policy ad- 
visers, we look forward to seeking your advice on technical policy 
changes. Thank you very much. 

Ms. WiLENSKY. Thank you, Mr. Chairman. 

Mr. Butler. Thank you, Mr. Chairman. 

Chairman Thomas. Now we would ask the last panel if they 
would come forward: Jay Hopkins, Medicare policy analyst. Seniors 
Coalition; Martha Phillips, executive director of the Concord Coali- 
tion; Margaret Dixon, president-elect of the American Association 
of Retired Persons; and Max Richtman, executive vice president of 
the National Committee to Preserve Social Security. 

I will tell all of you that your written statements will be made 
a part of the record, without objection. You have 5 minutes to in- 
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form us in any way you see fit. I guess we will just start on my 
left, your right, and move through the panel. 

Mr. Hopkins. 

STATEMENT OF JAY HOPKINS, MEDICARE POLICY ANALYST, 
SENIORS COALITION 

Mr. Hopkins. Thank you, Mr. Chairman, for allowing me to tes- 
tify today. 

Members of the Seniors Coalition recognize that the financial vi- 
ability of Medicare part B faces some very serious hurdles in the 
next ftw years. Outlays for the program have increased 59 percent 
in aggregate over the past 5 years. We cannot stick our heads in 
the sand in hope to sustain such staggering growth rates without 
making changes. Members of the Seniors Coalition are also acutely 
aware of the fact that this country is grappling with major budg- 
etary problems. Hence, our support of a balanced budget amend- 
ment. 

If approached in a different climate, we would probably not be 
very receptive to the idea of income testing the part B premium. 
But the Contract With America is helping to create a new environ- 
ment for seniors. Certain contract provisions would repeal the 1993 
tax on Social Security, roll back the Social Security earnings test 
and improve access to long-term care insurance. Given that each of 
these changes would give seniors more control over their money, 
we feel that means testing the part B premium should be given 
consideration as being a component of a more comprehensive solu- 
tion. 

Funding for Medicare part B, tmlike part A, does not come from 
a trust fund drawn from payroll contributions from future bene- 
ficiaries. Today, more than 70 percent of part B costs are sub- 
sidized by tax dollars drawn from the Federal Treasury. Given the 
system’s current strain, it is not unreasonable to ask top-earning 
beneficiaries to accept a lower subsidy level. Although the resulting 
savings is unlikely to produce a revenue bonanza for the system, 
it should be viewed as an important part of the answer. 

Let me stress that income testing part B premiums should only 
be considered within a full range of options to repair the system’s 
troubled finances. The Seniors Coalition strongly supports the con- 
cept of a whole market basket of Medicare choices for seniors. Med- 
icare vouchers. Medicare savings accounts. Medicare PPOs and 
Medicare HMOs are among the options that merit a closer look. 

In any case, our members have made it clear that they do not 
want bureaucratic one-size-fits-all solutions. Seniors want a range 
of choices that can only be offered through greater participation by 
the private sector. 

Thank you. 

Chairman Thomas. Thank you very much, Mr. Hopkins. 

Ms. Phillips, welcome in front of this committee. You may pro- 
ceed in any way you see fit. 

[The prepared statement follows:] 
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Income-Testing Medicare Part B is a Reasonable Component of a Larger Solution 


Mr. Chairman, members of The Seniors Coalition recognize that the financial viability 
of Medicare Part B faces some very serious hurdles in the next few years. Outlays for the 
program have increased 59 percent in aggregate over the past five years. We cannot stick our 
heads in the sand and hope to sustain such staggering growth rates without making changes. 
Members of The Seniors Coalition arc also acutely aware of the fact that this country is 
grappling with major budgetary problems, hence our support of a balanced budget 
amendment. 

If approached in a different climate, we would probably not be very receptive to the 
idea of income-testing the Part B premium. But the Contract with America is helping to 
create a new environment for seniors. Certain contract provisions would repeal the 199.5 tax 
on Social Security, roll back the Social Security earnings test and improve access to long- 
term care insurance. Given that each of these changes would give seniors more control over 
their money, we feel that mcans-te.sting the Part B premium should be given consideration as 
being a component of a more comprehensive solution. 

Funding for Medicare Part B — unlike Part A — docs not come from a trust fund 
drawn from payroll contributions from future beneficiaries. Today, more than 70 percent of 
Part B costs arc subsidized by tax dollars drawn from the federal treasury. Given the 
system’s current strain, it is not unreasonable to ask top-earning beneficiaries to accept a 
lower subsidy level. Although the resulting .savings is unlikely to produce a revenue bonanza 
for the system, it should be viewed as an important part of the answer. 

Let me stress that income-testing Part B premiums should only be considered within a 
full range of options to repair the .sy.stem’s troubled finances. The Seniors Coalition strongly 
supports the concept of a whole market basket of Medicare choices for seniors. Medicare 
vouchers, Medicare savings accounts. Medicare PPOs and Medicare HMOs are among the 
options that merit a closer look. 

In any case, our members have made it clear that they don’t want bureaucratic “one- 
size-fits-all” solutions. Seniors want a range of choices that can only be offered through 
greater participation by the private sector. 
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STATEMENT OF MARTHA PHHXIPS, EXECUTIVE DIRECTOR, 
CONCORD COALITION 

Ms. Phillips. It is very interesting sitting on this side of the 
table. 

I am Martha Phillips, the executive director of the Concord Coa- 
lition. The Concord Coalition is a 150,000-member organization 
dedicated to reducing the defich and thereby ensuring the economic 
prosperity for future generations of Americans. We look at entitle- 
ment of issues from the point of view of the overall budget deficit. 

Part B of Medicare is an entitlement. When the Concord Coali- 
tion put together its “Zero Deficit Plan for the Year 2000,” which 
we now have to update for the year 2002, a central recommenda- 
tion was entitlement means testing. All entitlements should be 
paid according to recipients’ economic means. We included part B 
premiums as part of that means testing proposal. 

In our plan, we suggested starting means testing in the $40,000 
to $50,000 income range and completing the phaseout of entitle- 
ments at $120,000 at which point 15 percent of benefits would be 
paid. We have tightened down on Medicare many times previously, 
and yet the proCTam still continues to grow, and grow, and grow. 
And as part of the long-term solution to balancing the budget, the 
Concord Coalition is convinced that more is still needed to be done 
and that means testing is a fair and equitable way to do part of 
the job. It will not do the entire job. 

We are not alone in recommending that part B be income relat- 
ed. As early as 1991, in his fiscal 1992 budget. President George 
Bush proposed that individuals with adjusted gross incomes over 
$125,000 and couples over $150,000 be required to pay a part B 
premium equal to 75 percent of program costs. 

Similarly, President Clinton’s health care plan and last year’s 
Penny-Kasich budget plan both made recommendations in this gen- 
eral direction. Clinton suggested the part B premium for individ- 
uals over $90,000 and for couples over $115,000 be gradually in- 
creased until the beneficiary pays half of proCTam costs. Penny- 
Kasich would have required beneficiaries over $100,000 to pay the 
full monthly premium. 

I should say that the Concord Coalition feels veiy strongly that 
if we do move to means testing, that money that is saved should 
be used to help reduce the deficit. We are not particularly excited 
about using it to pay for income tax cuts at this time. We think 
that it is more important to solve the deficit problem first. 

Some people have suggested that means testing, whether it is for 
part B premiums or for other kinds of programs, has a number of 
negative effects that you should watch out for. It is often suggested 
that means testing will discourage savings. That kind of puzzles 
me, because there are economists who have studied savings behav- 
ior over time who believe that when the creation of Social Security 
and Medicare came into place, it discouraged savings because peo- 
ple then knew they did not have to save for their old-age retire- 
ment or their health care. 

Now they say, well, if you tighten down on these programs, that 
discourages savings. So you cannot have it both ways. In fact, we 
think that many mder people are target savers. Thejj are saving for 
a specific amoimt of retirement income or for a cushion against un- 
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expected expenses. And if they know that they do not have so much 
safety net from Social Security and Medicare, if anything, it will 
encourage them to save even more. 

We think that these programs can be shifted gradually and fairly 
and not have an abrupt negative impact on the elderly who do not 
see it coming. We dismiss the argument that means testing would 
turn these entitlements into welfare programs and, thereby, lose 
political support. On the contrary, I think many people would be 
heartened to know that their tax money was being targeted rather 
than squandered on benefits paid to people wealthier than they. If 
you started over and asked the question, “If this pro^am did not 
exist, would you choose to create a program that provides so much 
benefit to upper-income people today”? the answer would probably 
be “no.” 

In closing, I would like to mention that we are very intrigued 
with the Harris Poll that has been conducted a number of times 
and keeps coming up with the same answer. They asked, “For you 
and your family, how much income do you think it would take to 
live in reasonable comfort, and how much would it take to fulfill 
all your dreams”? They broke out the responses by age group, and 
for people age 60 and over, the answer for living in reasonable com- 
fort was $25,700, and dream fulfillment came at the surprising 
price of $56,900. Obviously, most of these older people live outside 
the beltway. But if you were thinking about what is an appropriate 
level to begin to apply means testing, you should keep these num- 
bers in mind. 

Thank you. 

[The prepared statement follows:] 
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Mr. Cliainiian and Members, I am Martha Pliillips, the Executive Director ofThe Concord Coalilion. Tlie 
Coalition is a 1 50,000 member organization dedicated to tHtdget deHcIt reduction and ensuring economic prosperity 
for future generations of Americans. 

1 am pleased to be with you to share my thoughts on Supplementary Medical Insurance (SMI), more 
commonly known as Part B of Medicare, which pays for doctors and outpatient services. Over 35 million aged and 
disabled Americans are enrolled in Part D. As this subcommillee searches for budget savings hi the Medicare 
program as part of your cost-cutting and reform efforts, 1 would urge you to examine the nature of the Part D 
premium subsidy. 

Currently, beneficiaries pay only about one-fourth of program costs; the remainder comes from general 
revenues. The question this subcommittee should ask b: should wealthy families continue to have their Medicare 
premiums subsidized by other Irupayers, including many taxpayers with far lower incomes. 

According to the Congressional Budget Oflice, a substantial percentage of families with higher Incomes 
currently receive Medicare benefits. In 1990, the COO found that twenty percent of families with Incomes above 
SI SO, 000 received Medicare benefits. 

As the Members of this Subcommittee well know, the Medicare program-bolli Part A arid Part p-lias long 
been a concern. Total Medicare outlays increased from $32 billion in 1980 lo$l3 1 billion in 1993, an average 
annual growth rate of 1 1 .5 percent. Projections are that Medicare growth has slowed, but is expected to continue 
above nine percent. Medicare is now a full ten percent of the Federal budget. 

Tills Subcommittee took a number of actions during the 1980s to slow the growth of Medicare spending, 
culminating in the most recent changes in the 1993 budget reconciliation, which together reduced the projected 
growth in spending in Medicare by a total of $36 billion for Fiscal Years 94-98. Tliese reductions were achieved 
largely through reduction In inrialion allowances for provider reimbursement, along with a continuation of the 
current policy of selling the Part 0 premium at a level to cover 25 percent of program costs. * 

In 1993, following enactment of President Clinton’s budget plan, the Concord Coalilion pul out a "Zero 
Deficit Plan" to complete the unfinished work of balancing the budget. This plan illusiraled what a fair, balanced, 
gradual implementation of a balanced budget would look like. In the Zero Deficit Plan, Tlie Concord Coalilion 
iccomineiided raising the enioliee share of the premiunt from 25 to 30 percent. An Increese of five percent would 
inean a modest increase of about $8 to each eiirollee. However, the total Federal savings of this proposal Is almost 
$10 billion over five years. 

Let me note at this point Mr. Ciiairman and Members that The Concord Coalition urges that any savings 
achieved in the Medicare program-or any other entitlement program-be reserved for deficit reduction and not 
spent paying for any lax cuts. 

The Zero Deficit Plan also recommended a comprehensive ineans-lesi on all entitlement programs, 
including (he insurance value of Medicare. We believe that meanj-iesting (lie Part B premium Is In keeping with 
tills approach and we urge the Subcommittee to consider it. 

As early as 1991, as part ofiiis Fiscnl 1992 budget. President George Bush proposed income-testing for 
wealtiiy enrollees. [n that budget, President Bush said: 

A strong argument can be made (hat Part B provides benefits beyond tlie original intent of the program- 

insuring (hat affordable, quality care is available to seniors-by providing large subsidies to the wealthy. 

President Bush went on to propose that individuab with adjusted gross Incomes above $ 125,000 and 
couples with AOIs above $ 1 50,000 be required to pay a Part B premium equal to 75 percent of program costs. 
Similarly, President Clinton's health care plan, and luf year’s Penny-Kasich Budget Amendment have proposed 
that lilgh-income beneflciarlei pay a larger share of their Pari B premiums. 
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PresidenI Clinlon suggested thst (he Pert B pranlum for Individusls with over $90,000 tnd couples with 
incomes in excess ofll 15,000 be grsduslly locreised until the beneficiary pays 50 percent of program costs. The 
Penny-Kasich Amendment would have required beneficiaries with incomes above $100,000 to pay the full monthly 
prem lum of about S 1 50. 

The Concord Coalition and rts Members strongly feel the Congress should seriously consider a means-test 
of Medicare Part B premiums as well as other currently non-means-lested entitlements. 

Mr. Chairman and Mcmben, for our purposes today, It might be useful to examine a few of the arguments 
in opposition to mewis-tesUng. Pint, it has been suggested that means-testing would discourage savings; tint people 
would divest themselves of (heir mcome-generaling assets in order to qualify for full benefits. 

Perhaps this b true for people whose target retirement income wu at or below the approximate starting 
point for the means-tesL It b probably not true for most of (he people in the group of fortunate achievers who 
would be most alTecled by the means-test In their working years, as they contemplate retirement, they probably 
have a target retirement income range in mind and an td^ of the amount of asseb it would require to achieve that 
income. People who desire to have, say, a retirement income of $60,000, $75,000, $100,000 or more, and 
understand that this would make them eligible for much less in Social Security and Medicare, would tend to save 
more rather than less in order to achieve their retirement incrnne. 

A second argument has been made that today’s elderly should not be required to participate in such an 
abrupt change of policy direction because they have pbnned their retiremenb around a reliance on the existing 
benefit rules, and for them, h's loo late to change (heb earning and saving patterns. But should the comfortably 
well-off people in this generation be given a fm ride while financially struggling young families shoulder more of 
the burden? The essence of a means-test b to ask (hose most able to trim back their dependence on government 
benefits to do so in order that lea can be required of others. 

Finally, it b suggested that if the wealthy did nrrt receive full benefits, retirement programs like Medicare 
would be viewed as ’’welfare’* rather than an earned r^hl and political support for the program would erode. The 
reality, Mr. Chairman and Members, b that (he Medicare program is in very deep trouble, teetering on Insolvency. 

At the same time, the working population supporting Medicare and Social Security is increasingly convinced 
benefits will not be available when (hey retire and may not for long support the burdensome payroll taxes required 
to continue the current program. I would argue that pcoplt would be more willing to support the system if they felt 
it was belter targeted to those m need. 

We should also ask ourselves if we were setting about not in 1965 but instead In 1995 to create a Medicare 
system, would we design it difTerenlly? 1 believe the answer b clearly yea, and if we want the system to survive 
another thirty years, we need to begin today to re-lhink many of the fundamental precepts of the programs, 
including whether or not wealthwr Americans diould be required to pay a larger share of their Medicare program 
costs. 


In closing Mr. Ctaabman, 1 am reminded of • racent HarrU Poll that asked Americans sixty years of age 
and older, how much Income (hey needed to live in “reasonable comfort.’’ The answer may shock you; $25,700. 
When asked how much income they would need to "ruHltl all (heir dreams,” the answer was $56,900. Knowing 
that, makes asking seniors with h^-incomes to sacrifice somehow easier to do. 

The Concord Coalition urges (he Subcommittee to be bold and to be innovative. We believe the American 
people will support you if you make some (ot^ choices. Requiring high-income beneficiaries to pay a little more 
of (he cost in providing (heh health msurance is not only equitable and fair, it can be part of the solution that saves 
the Medicare system for future reriraea. 
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Chairman Thomas. Thank you very much, Ms. Phillips. 

Ms. Dixon. 

STATEMENT OF MARGARET DIXON, PRESIDENT-ELECT, 
AMERICAN ASSOCIATION OF RETIRED PERSONS 

Ms. Dixon. Thank you. 

I am Margaret Dixon, president-elect of AARP. I appreciate the 
opportunity to come before you to discuss the impact of income re- 
lating the Medicare part B premium. AARP opposes requiring an 
income related part B premium in the absence of health care re- 
form that includes systemwide cost containment and some new 
benefits to cover the extraordinary out-of-pocket costs that bene- 
ficiaries face for uncovered services like prescription drugs and 
long-term care. 

Without adequate control over systemwide spending, we believe 
that a new premium on high-income beneficiaries is nothing more 
than a cost shift. We also question the equity of singling out older 
persons, while continuing Federal health care subsidies for other 
Americans. It is one thing to propose progressive financing for 
health care; it is another thing altogether to support a seniors-only 
tax. 

Older persons already spend more out of pocket for health care 
than any other age group. In 1995, older Americans will spend over 
$3,000 out of pocket for health care services and premiums, not in- 
cluding what they will have to pay for long-term care. Increasing 
the part B premium will only drive these out-of-pocket costs higher. 

Imposing an income related premium is really nothing more than 
a shell game. It places an additional tax on the very people who 
are supposed to be helped by the Contract With America’s provi- 
sion to eliminate the 85-percent taxation of Social Security benefits. 
Moreover, the beneficiaries most affected by an income related pre- 
mium are those who have already paid more into the part B pro- 
gram through Federal income taxes throughout their lives, and 
they continue to do so. 

If Congress believes that income relating premiums is a good 
idea for the elderly, then private sector premiums for those under 
65 should be income related as well. Savings to the Federal Gov- 
ernment generated by reducing the tax break for employer pro- 
vided health insurance for higher income workers would far exceed 
the increased revenues from the part B high-income premium. It 
does not seem fair for taxpayers to continue to subsidize corporate 
CEOs or Members of Congress, while subsidies to Medicare bene- 
ficiaries with much lower incomes are substantially reduced. 

Many members of this committee were here in 1989 when Con- 
gress repealed another seniors-only tax. In that case, important 
benefits were lost as well. Some members of this committee spoke 
very firmly about their opposition to that tax. We see little dif- 
ference between that tax and an income related premium, except 
that it would be considered catastrophic without the benefits. 
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The American Association of Retired Persons is prepared to work 
with members of the subcommittee to identify ways in which we 
can achieve systemwide control over health care costs, preserve 
Medicare and not result in the kinds of inequities posed by an in- 
come related part B premium. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF MARGARET DIXON 
AMERICAN ASSOCIATION OF RETIRED PERSONS 

Mr Chairman and members of the Subcommittee, I am Margaret Dixon from 
Clinton, Maryland. 1 am President-elect of the American Association of Retired Persons 
(.\ARP) I appreciate the opportunity to appear before the Subcommittee today to 
discuss the implications for beneficiaries of income-relating the Medicare Part B premium. 

AARP believes that decisions about whether beneficiaries should be required to pay more 
for Part B ought to be the outcome of careful policy deliberation about what is in the best 
interest of the Medicare program and its beneficiaries — rather than a hasty attempt to 
simply shift more costs onto older Americans. 

AARP also believes that careful consideration must be given to the question of whether it 
IS equitable to single out older persons by requiring them to pay a significantly higher 
proportion of health care costs while continuing full federal health care subsidies for 
working Americans of ail incomes Currently, 75 percent of Medicare Part B costs are 
paid out of general revenues, Medicare beneficiaries pay the remaining 25 percent of Part 
B costs. Part A costs are funded by payroll taxes and are paid out of the Hospital 
Insurance (HI) Trust Fund. Thus. Medicare beneficiaries during working and retirement 
years pay 70 percent of the cost of Medicare benefits General revenue contributions 
represent only about 30 percent of total Medicare costs By contrast. Members of 
Congress and federal workers receive on average a 72 percent subsidy for their health 
insurance In addition, employer-provided health insurance premiums are exempt from 
taxation It is one thing to propose progressive financing for health care, it is quite 
another to support a “seniors only” tax. 

The Medicare Part B Premium 

Medicare Part B is financed from two sources — general tax revenues and beneficiary 
premiums Currently, all Medicare Part B beneficiaries pay the same monthly premium - 
$46, 10 a month or $553 a year in 1995. The only exceptions to this rule are low-income 
beneficiaries eligible for the Qualified Medicare Beneficiary (QMB) program whose 
premiums are paid by Medicaid. 

Since Medicare was enacted, the calculation of the Part B premium has been reconfigured 
a number of times as health care costs increased, but in general since 1 982 it has been 
intended to approximate 25 percent 

In the early years of Medicare, the Part B premium was set at a level equal to roughly one 
half of program expenditures. In 1972, Congress changed the premium calculation to 
equal the lower of 50 percent of the aggregate program costs for aged enrollees or the 
prior year’s premium increased by the Social Security cost-of-living adjustment (COLA). 
The Ways and Means Committee’s rationale for this change — as stated in the report 
language of the 1 972 Social Security Amendments — was the concern over the 
increasingly severe financial burden that the premium amount would have come to 
represent in future years and the ability of beneficiaries to pay it. Simply put, it was 
recognized that premiums would not only absorb the COLA but would exceed it resulting 
Social Security checks that would fall behind inflation. 

In 1982, when it became apparent that health care costs were rising so much more rapidly 
than the COLA that the premium was dropping below 25 percent of Part B costs. 
Congress fixed the Part B premium at 25 percent of program costs. This change actually 
went into effect in 1984. In OBRA '90, Congress set fixed dollar amounts — projected to 
cover 25 percent of program costs -- in statute for 1991-95. 

What Older Americans Really Pay Out-of-Pocket 

The concern raised by the Ways and Means Committee in 1972 remains valid today. The 
Pan B premium, coupled with other out-of-pocket spending, constitutes a very significant 
proportion of an older person’s income. An increase in the Part B premium would mean 
that an even greater portion of retiree income would be eroded 
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In 1 995, older Americans are projected to spend over $3,000 for out-of-pocket health 
care serv ices (including physician, hospital, drug, home health and durable medical 
equipment) and premiums This amount does not take into account the cost of 
insiiiulional care that drives out-of-pocket spending even higher By the year 2002, out- 
of-pocket costs for older Americans arc projected to increase to over $4,600. Assuming 
no changes in policy, over the next seven years -- between 1996 and 2002 -■ older persons 
are projected to spend nearly $27,400 out-of-pocket for health care expenses. As a 
percent of income, older Americans spend about three times as much on health care 
expenses as younger Americans. 

Just for Medicare alone, beneficiaries pay sizable out-of-pocket expenses in 1995 
including- 

• Part B Premium: Monthly premium of $46 10 

• Part B Deductible; A $100 annual deductible for Part B services 

• Part B Coinsurance: 20% coinsurance for most Part B services; coinsurance in excess of 
50% for some outpatient services 

• Hospital Deductible: One deductible of $716 per hospital admission (Re-adnussion within a 
60-day period does not trigger another deductible) 

• Hospital Coinsurance: For the 61st through 90th day of hospitalization ($179 per day), and 
from the 9Jst through the 150th day of hospitalization ($358 per day) 

• Skilled Nursing Facility (SNF) Coinsurance: Dail) coinsurance for the 2Jst through lOOth 
das- of SNF care ($89.50 per day) 


Medicare beneficiaries are also faced with additional out-of-pocket costs for necessary 
services not covered by Medicare including: 

• Outpatient Prescription Drugs: Beneficiaries are responsible for all outpatient prescription 
drug costs 

• Hospital Coverage Beyond 150 Days 

• SNF Care Beyond 100 Days 

• Daily Home Health Care Beyond 2-3 Weeks 

• Long -Term Nursing Home, Adult Day Care or Respite Care Services 

• Inpatient Psychiatric Care Beyond 190 Days 

• Balance Billing: Additional physician charges up to 15 percent over Medicare’s 
reimbursement 

• Preventive Care Services: Costs of routine physical exams, colo-rectal and prostate cancer 
screening, routine foot care and most immunizations 

• Cost of hearing aids and eyeglasses 

Imposing A High Income Part B Premium Is Merely Cost-Shifting 

AARP has opposed increasing the Medicare Part B premium for higher income 
beneficiaries outside the context of health care reform. In the absence of comprehensive 
reform which would control health care costs throughout the system, a high income 
premium would constitute nothing more than a cost-shift to beneficiaries without adequate 
control over system-wide spending. Depending on where the thresholds are set for who is 
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“higher income” initially or over time, many middle income elderly could find themselves 
paying significantly higher Part B premiums. This would be similar to the history of Social 
Security taxation. The initial thresholds for taxation of Social Security affected 8 percent 
of beneficiaries but because they were not indexed now affect 25 percent of beneficiaries 

Moreover, imposing an income-related premium is really nothing more than a shell game. 

It places a comparable tax burden on the very people who are supposed to be helped by 
the Contract With America’s provision to eliminate the higher. 85 percent taxation of 
Social Security benefits 

Ironically, the beneficiaries most affected by an income-related premium are the 
individuals who have already paid more into the Pan B program through federal income 
taxes throughout their lives — and continue to through the taxes they pay today. 

If Congress believes that income-relating premiums is a good idea for the elderly and 
disabled, then it is at least as good an idea for the rest of the country. If the Part B 
premium is income-related, then other public and private sector premiums for the non- 
Medicare population should be income-related as well — including those of Members of 
Congress. In fiscal year 1995 alone, the federal government was estimated to have lost 
SS6 billion by providing tax breaks for employer-paid health care premiums. 

Is it fair that taxpayers would continue to subsidize the health care premiums of a 
corporate CEO with a salary of more than one million dollars a year while subsidies to 
Medicare beneficiaries with much lower incomes are substantially reduced? AARP 
estimates that income-relating the tax subsidies for private insurance premiums in the same 
manner as has been proposed for a higher income Medicare Part B premium would raise 
about $20 billion between 1996-2000. (See Chart I) 

Conclusion 

Mr. Chairman, many members of the Committee were here in 1 989 when Congress 
repealed another “seniors only” tax. In that case imponant benefits were lost as well. 
Indeed, some members of this Committee spoke very firmly about their opposition to that 
“tax.” Aside from a higher threshold, we don’t see the difference between that tax and the 
income-related premium being discussed today — except that it would be considered 
“catastrophic” without the benefits. 

Rather than beginning to bring health care costs under control, income-relating the Part B 
premium simply shifts the burdens to older Americans. Rather than addressing cost 

containment throughout the system, it singles out older persons by requiring them to pa* a 
significantly higher proportion of health care costs out-of-pocket than other Americans 

The Association is prepared to work with you and the members of the Subcommittee on 
identifying ways in which we can achieve systemwide control over health care costs that 
will preserve Medicare and not result in the kinds of inequities and cost-shifting posed by 
an income-related Part B premium. 
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Chairman Thomas. Thank you very much, Ms. Dixon. 

Mr. Richtman. 

STATEMENT OF MAX RICHTMAN, EXECUTIVE VICE 

PRESIDENT, NATIONAL COMMITTEE TO PRESERVE SOCIAL 

SECURITY AND MEDICARE 

Mr. Richtman. Thank you, Mr. Chairman. 

The National Committee to Preserve Social Security and Medi- 
care appreciates the opportunity to testify about the Medicare part 
B premium, which most of our members pay. The National Com- 
mittee strongly opposes means testing the Medicare part B pre- 
mium. 

The Federal Government helps to guarantee health security to 
millions of Americans through Medicare, Medicaid and health in- 
surance tax subsidies. Medicare should not be singled out for 
means testing. Means testing the Medicare part B premium also 
undermines Medicare as an insurance program. 

Our testimony, which draws on research by Lewin-VHI in health 
care insurance tax subsidies and Medicare benefits, which we have 
forwarded to the subcommittee, will discuss four reasons why the 
part B premium should not be means tested. 

First, adding a means test to Medicare, which is already progres- 
sive, we believe is excessive. The Medicare payroll tax is a flat per- 
centage of earnings, currently 1.45 percent. The higher the earn- 
ings, the more tax is paid. Benefits, on the other hand, are gen- 
erally the same for everyone, regardless of income. Consequently, 
higher income beneficiaries pay more than lower income bene- 
ficiaries for the same benefits. 

Beginning in 1994, the payroll tax was applied to all earnings, 
rather than up to a specific limit. The Medicare part B subsidy for 
upper-income beneficiaries will be more than made up by Medicare 
part A taxes in excess of part A benefits. Future high-income bene- 
ficiaries, as our study shows, will receive on average $159,000 less 
in Medicare part A and B benefits than they will pay in taxes and 
premiums over their lifetime. Higher income beneficiaries will, in 
effect, subsidize lower income beneficiaries. 

Congressman McCrery, I believe you asked a question of one of 
the previous witnesses who was testifying about how quickly the 
benefits are retrieved. In fact, I think her response was incorrect. 
I think that may have been true, as you pointed out, up until the 
point the cap was lifted, and prospectively that statement is no 
longer accurate that the previous witness made. I would like to 
clarify that. 

Second, the Medicare part B premium should not be singled out 
for means testing, especially when Medicare as a whole is progres- 
sive. The government promotes health insurance coverage through 
health insurance tax subsidies to working Americans worth $46 bil- 
lion in 1994. These health insurance tax subsidies are more valu- 
able to higher income individuals. Over a working lifetime, these 
subsidies add up for upper-income working families. Under current 
law, lifetime health insurance tax subsidies for upper-income fami- 
lies are 10 times more valuable than the lifetime tax subsidy for 
low-income families. 
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Many Members of Congress would like to improve the health in- 
surance tax subsidy for the self-employed. It would be ironic, we 
think, if the Medicare premium was increased for upper-income 
beneficiaries, at the same time that the health insurance tax sub- 
sidy was increased for equally wealthy non-Medicare beneficiaries. 

Third, means testing the part B premium we think tinkers with 
the insurance design of Medicare and undermines its political sup- 
port. Eventually, high-income beneficiaries would question whether 
Medicare as an insurance program would be cost effective, and 
wonder why they should pay high taxes to support it, when they 
receive little or no benefit. Disenrollment of high-income bene- 
ficiaries also could increase premiums for other beneficiaries, if 
most of those who disenroll have lower health care costs on the av- 
erage, which I think most people believe to be the case. 

Finally, this proposal we think is budget driven. Savings will be 
short lived, however, unless the factors that are driving both public 
and private sector health care cost increases are controlled. This 
shortsighted budget policy to reduce Medicare coverage we think is 
bad health policy. Seniors are thankful for Medicare health insur- 
ance but no one should exaggerate its generosity. 

The bottom line is that today Medicare pays less than half of 
seniors’ health care costs, including long-term care. Total out-of- 
pocket health care costs are a larger percentage of income now 
than when Medicare first started. I want to reemphasize that. Sen- 
iors today on Medicare pay more out of pocket as a percentage of 
income than before we had Medicare. I think people need to under- 
stand that in the context of some of the myths about senior citizens 
that we hear over and over again. 

In conclusion, it is understandable for Congress to hold hearings 
on this controversial proposal in its effort to find savings. However, 
we hope that our testimony will help guide the committee away 
from this tax increase for higher income seniors. ConCTess should 
be very careful about altering the insurance design of Medicare by 
means testing Medicare part B premiums. If necessary, the 
wealthy can take care of themselves. But if support from the 
wealthy for Medicare erodes, it is the poor and the middle class 
who will suffer. 

Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY OF MAX RICHTMAN 

NATIONAL COMMITTEE TO PRESERVE SOCIAL SECURITY AND MEDICARE 

I am Max Rlrhtinan, executive vice president of the National Committee to 
Preserve Social Security and Medicate, a grassroots advocacy or^lzadon 
representing minions of Ametltans. The National Committee strongly opposes any 
proposal to means test the Medicare Rut B premium. The federal government helps 
to guarantee health secuthy to mlDloos of Amerlcaiis through Memcare, Medicaid, 
and health Insurance tax subsidies. Medicare should not be singed out for 
discriminatory treatment by means testing the Part B premium. Means testing the 
Medicare Fart B premium also undermines Medicare as an insurance program. It is 
not necessary to make Medicate more progressive since it Is already progressive, 
more so than health Insurance lax sid)sld&. 

Our testlmoOT will discuss four reason why the Part B premium should not be 
means tested. It win draw upon research by Lewln-VHl on Health Care Insurance 
Tax Subsidies and Medicare BeneSts*. See Appendix 1 for an Executive Summary is 
attached 

FlrsL making Medicare more progressive is excessive. Congress has already 
acted to make Medicare more progressive by raising the taxable wage base for 
Medicare payroll taxes in 1990 to $125,0(X) and eliminatin g the wage base 
altogether in 1993. looking only at the general revenue simslify for Medicare Part B 
ignores the trxal picture. Tne Medicare B subsidy for upper Income benefldartes 
will be more than made im by Medicare Fart A taxesin excess of Part A benefits. 
Future hid income beneiuiaries will receive on average $159,000 1£^ in Medicare 
Part A and B beneSls than they win pay in taxes and premiums over their lifetime, 
according to a stu^ by Lewin-VHI commissioned by me National Committee. Hider 
income beneficiaries wfll in effect subsidize lower income beneficiaries. 

Second, Medicate and Medicaid ace not the only goverrunent programs 
providing health security for Americans. The goverrunent promotes ne^ Insurance 
coverage throud health Insutatue tax subsidies to working Americans. These 
subslcUK, however, are more generous to hid Income workers than any Medicare 
■subsidy" recehted by hid Income seniors, according to Lewln-VHI. The Medicare 
subslc^ should not be singled out for different treatment All subsidies should be 
treateci in a similar matmer. We have attached a copy of me Lewln-VHl study to our 
statement 

Third, means testing the PaA B prenuum tinkers with me Insurance design of 
Medicare and undermines political support A premium as high as three times me 
current Medicare premhrm would discourad many hid Income beneficiaries from 
enrolling in Medicare Rut B. Hid income Mneficiarles are generaily heaimier and 
private msutanoe, if permitted, would be vety competitive. Eventuafly, hid income 
beneffdaries would question Medicare as an insurance program and wonder why 
mey should pay hid taxes to support it when mey receive little or no beneflt 

Fourtn, the real reason for this proposal is to raise revenue because of me 
moure to enaa health care reform with effective cost controls on both the private and 
public sector. The rapid cost increase for Medicare only minors heaim care cost 
Inaeases In geneiaL Only comprehensive reform wim cost controls will change me 
long-term trend. Medicare beneficiaries already pay as much if not more in 
premiums for health Insuranoe than Individuals wim employer provided heaim 
insurance and employer plans ate more generous than Medicare. 

Medicare Progresst vl ty 

One mldt think that hid Inoome Medicare beneficiatles receive a great deal 
If one Icnked only at tire generaa revenue subsidy for Medicare Pan B. Distinctions 
between Medicare IW A and B ate quite artificial, however. Beneficiaries qualify for 
Medicare Ran A throud PRYfoD tax oontributions during working years. The payroll 
tax is a flat percentage or earning, currently 1 .45 percent The hlder me earning, 
me more tax is paid. Benefits on me ocher hand are generally me same for everyone 
regardless of inoome. Consequently, hidor Inoome benefldaries pay more than 
lower income benefldaties for the Mme benefits. 

While Medicare has always been prc^iessive. Congress has marie Medicare 
more progressive. Prior to the 1990s, the Medkare payroU tax was payable on 
earning onfy up to the maximum wage base for Social Securliy contributions which 
was $51,300 in 1990. In 1990, Confess Inaeased me maTlmnm wage base for 
Medicare contributions Do $125,000 and In 1993 Congress completely eliminated me 
maximum wage base for Medlraie contributions. 

The National Committee last year commissioned a study by Lewln-VHI which 
concluded that Medicate beneficiaries in me upper Inoome quartile (average atmual 
fomlfy Income of $06,000 in 1992) will pay on average $159,000 more In taxes than 
mey win recebre in Medicare A and Bbenefits over a Ufetime rmder current law. 
Medicare beneffdaries in the third quartile wSl pay on average $25,000 more than 
mey receive. Beneffdaries In the ffrst two quattOes wfll leceive lifetime subsidies. 

See Table 1. 
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Table l. Futnie UfetUae Net Medicare Beaedts by locoaie Qiiartile noder 
CniTeBt Law 

Income QuartUe Net Medicare Benefits 

Quartile 1 $72,773 

Quanile 2 $15,462 

Quartile 3 -$24,530 

Quartile 4 -$158355 

Sow* Biia F Hogan and Matthew Re By, LewIn-VW, -Health Care Insurance tax Subsidies and 

Belief^' June 20. 1994. prqMra for the Nation^ Committee to Preserve Social Securl^ and 
Medicare, p. t2. LaetinK nee Mcdtate beiie^ bas^ on a 2 percent dbeowc rate. 

Comparison with Health Insurance Tax Subsidy 


It Is fi^uendy overlooked that tax free emi^cyer provided health benefits are 
an Irapoitant government subsidy worth $46 billion In 1995.' ARiroximatefy 72 
percent of frunllles have employer provide health care coverage. These subsidies 
are more valuable to higher Income Individuals not onfy because they ha'^ a hl^er 
maf^nal tax rate, but sibo because thQ^ arc more likely to have generous cmfrf^cr 
pfoinded health insurance. Consequently^ riic average annual tax subsidy for a 
Famfly with Income over $100,000 and emolcyer prtmded health Insurance Is 
$2,261, but it Is only $515 for a ftimfly wlm Income under $10,000. 

Over a working lifetime these subsidies a^ up for upper Income working 
families. Under current law, lifetime tax subsidies for families in the hipest income 
ouarUle total $151,000, almost 10 times more than the $16,000 lifetime tax subsidy 
for families In the tow^t Income quartlie. 

WhUe Medicare benefits are prt^essfve. tax subsidies are regressive. 

Figure 1 compares tax subsidies wlm Medicare benefits by Income quattfle. The 
Medicare Part B premium should not be shined out for means testing espedally 
when Medicare as a whole is progressive. 


Figure 1. Lifetime Tax Suteldies aod Met Medicare Benefits by Ino^me Quartile 
under Current Law 
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Sourer Sourer Paul F. Hogan aud Matthew FeOfy, Uwtn-VHI. ■Health Care Insurana Tax Subsidies 
and Medicare Denents.* |une 20. 1 994, piqjared for die Nation^ Committee to Presave Sodai Security 
and Medicare, p. 14. 

Many Members of Congress would like to make health Insurance premiums 
100 percent dcduatble for the self-emfdoycd. Based on prelimlnaiy dam from 1992 
tax returns, more than 570,000 tax returns with income over $75,000 daimed a 25 
percent deduction for health Insurance for the self-employed.^ It would be Ironic If 
the Medicare premium was Inaeased for beneficiaries with $75,000 In income at the 
same time that the health insurance tax subsidy was Inaea^ for equallb^ wealthy 
non-MedIcare beneficiaries. 


^”Estlinates of Federal Tax Expenditures for Fiscal Ytars I995-1999,*pr«ared for the 
Oxnmitree on Ways and Means and Conunittee on finance by the st^ m he Mt ^sunluee 
on luxation. November 9, 1994. p. 17. 

^Internal Revenue Service, prelinwaiy data. 
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Uodennliiliig Medlcaie 

Higgler premiums for up^ Income seniors encourages seniors with the 
lowest health costs to dlsemoO Wm Medicare Part B. Unrier a similar proposal In 
President Clinton's Healdi Seturlly Art, It was estimated diat 500,000 beneficiaries 
would drop Medicate Part B?— most of the 700,000 benefldarles who would be 
affected tw higher premiums. Hitter iruome seniors have Irwer health care costs 
because they are healthier on average than lower Income seniors.^ In 1987, 

Medicare spending per upper Income senior was on)y 79 percent of what M^lcare 
spent per cmtlta on all sauncs.^ For healthy seniocs. It may mahe economic sense to 
drsenrcd if they have to pay a premium thru times higher than the standard 
premium. 

The disenrolhnent of 500,000 seniors may not seem lOce much, but It could 
Inaease premiums for other beneildarles If most of those who dlsenroD have lower 
health costs on average. HMier premiums also alienate higher Income beneficiaries 
who will be less wllllog polUcaqy to simpott arty general revenue contribution to 
Medicare. High Income benefldarles after ah are also taxpayers who have 
contributed more than others towards the general revenue subsidy. 

Hl^r Part B premiums would cermlnly be looked upon as an additional tax 
If collected through the mS— the only efficient way to do so. However, some of the 
hl^er revenue would be offset by the cost of adrnlnlstering the means test. It would 
also complicate federal Income tax returns, which marry people alreaily find 
Incomprehensible. 

Even If this proposal would affect oirly a few beneficiaries with income over 
$75,000 or $100,000, there Is no reason it cmd not be lowered In the future to 
$50,000 or $25,0CX), like the tax on Social Security benefits. An Income related 
premium would be no different than the Medicare catastrophic surtax— without the 
oenefitsi In 1989, a ‘super ma)ority‘ of Republicans helped to repeal the un^ 
Medicare catastrophic surtax. The nwative reaction may not be as bad as the 
firestorm over the Medicare catastrophic sttrlax, espeda^ If the Income thresholds 
are initially set high enough. But bl^er Part B premiums would neutralize the 
goodwin earned 1^ House Republlan proposals to Increase the earnings limitation 
and repeal the 1993 tax increase on Sodal Security benefits. 

Limits to the Medicare Health Insurance Han 

This proposal 1$ budget driven. Savings will be short-lived, however, unless 
the factors that are driving Koch public and private sector health care cost Inaeases 
are controlled. This short-slghtra budget policy Is also bad health policy If It reduces 
Medicare coverage. 

Seniors are thankful for Medicare health insurance, but no one should 
exaggerate Its generosity. For full Medicare coverage. Including Part B, Medicare 
ben^daries pay a premium of $48.10 in 1995. Medicare, however, leaves many 
^ps In coverage. Medicare does not cover out-of-pocket prescription drugs, dental 
expenses or most preventive care nor does Medicare have a limit on out-oT-pocket 
expenses. These services are aD available in the Blue Cross Blue Shield standard 
option plan for federal employees for which sir^e employees pay $44.05 a month. 

Medicare also has a $1(XI Fact B deductible, a $716 deductible for each 
hospitalization, 20 percent coinsurance for physician and outpatient services and 
other co-pays for nursing home care and extended hospital care. A Medicare 
beneficiary with at least one hospitalization— approximately one out of five 
beneficiaries each year— could easily Incur out-of-pocket costs of $1,000 or more just 
for Medicare covered services. The bottom line is that todry Medicare pays less than 
half of seniors' health care costs induding long-term care. Out-of-pocket h ealth care 
costs are a larger percentage of Income now than when Medicare fimt started. 

As a UKult more dian 70 percent of Medicare beneficiaries have supplemental 
coveiage purchased separately or provided by a former employer. Individuals can 
pay $40 a month or nure lust for Medigap coveiage. For example, in Ohio In 1995 
the average premium for the least comprehensive Medl^p plan Is $40 a month at 
age 65— it is almost four Umes that for the most comprehensive plan.^ There Is no 


>Documentatlcm of Fedccal Budget Effects for Health Security AO,' p. 16. obtained by the 
Bureau of National Aflhlis, Decmber IS, 1993. Some diseruoDment would have been due to 
the higher Part B premium for the new drug benefits. 

^National Center for Heahfa Scalfatlcs, Vuri^ Estimates from the National Health Interview 
Survey, 1989,' Vital and HeaRfa Slatlstta Scries 10, No. 176, In the 1994 Green Book, p. 871. 
^Ageiicy for Health care Polky and Research: Nadonal Medical Expenditure Survey. Upper 
Income was defined as fbur tlraes (he poverty Hne. 
bohio Department of Insurance 
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market for suppiemental health Instirattoe for any other age group, presumably 
because there is no need. 

Premiums now coirer on]y 25 peicent Rut B costs because Congress 
protected benendaries from health can InSadon by limiting premium inaeases to 
the Sodal Securl^ COLA for most of the 19708. Congress MIeved that senlois 
should not be liable for health care inhatimt over whkh thw have litde or no control. 
Despite recent talk that the CPI overstates inflation, beneflcbrles (ace hl^er 
Infladonaiy costs than non-beneflclarles because they spend a greater peiceniaee of 
their Inoome on health care. 

Condnalon 

It Is understandable for Congress to hold hearings on this controt^tslal 
proposal in Its effort to And savings. However, we hope that our te^mony will help 
guide the Committee awsy from this path. Congress snould be veiy catdm airout 
tinkering with the Insurance design of Medicare W means testing Medicare Part B 
premiums. Means testing the Premium is naturally a tax Increase for higher income 
seniors, which we would expect Republicans to oppose. 

Is it fair to charge hl^ income woikers more In payroll taxes than they win 
ever receive In benefits and then charge them three times as much In Part B 
premium? We strong believe that It Is grossly unfair. 

If necessaiy, the wealthy certain^ can take care of themselves. Butlfsui^rt 
from the wealthy tor Medicare erodes. It is the poor and middle dass who wfli suner. 


AppeniUxl 

EXECUTIVE SUMMARY 

HEALTH CARE INSURANCE TAX SUBSIDffiS AND MEDICARE BENEFITS 
Lewtn-VHI, lac. 

The National Committee to Preserve Sodal Security and Medicare asked Lewln-VHI, 
Inc., to compare health Insurance tax subsidies and Medicare benefits in 1993 doUais for 
one year (aoss-sectlonal) and over a hypothetical Ufetlme using cunent Iw tax and 
Mneflts rules (liferyde). Tax subsidies refer to the savings related to employer provided 
benefits not being subjea to taxation and the tax deducUbOlty ofcermln health care 
expenses. The aoss-sectlonal sturfy looks at Medicare Part B benefits net of benefldaiy 
premiums. The lifecyde analysis Indudes both Pan A and B beoeflts and Medicare payroll 


Medicate and Medicaid are not the only govenunent programs providing health 
security for Amerlcaiis. 

Approximately 72 percent of famOtes have empiciyer provided coverage. Annual tax 
breaks for these families are worth $1,516 In 1993 dtdlars. This Is on^ 20 percent less 
than the annual general revenue contribution per Medicare Pan B benefld^ tamOy of 


Using a conservative two percent real discount rate, the lifetime tax subsidy under 
cunent tax rules for health benefits will average around $«,000 per family In 1993 
dollars. 

Medicate means testing Is both unnecessa^ and excessive. Medicare taxes and 
benefits over a Ufetlme are progressive and recent tax changes have made them 
more progressive. Negative subsidies Co upper Income benendaries wOl mote than 
pay for positive subsidies to lower income l^caie benendaries. The weU-oflf wOl 
begin to object to paying Medicate taxes If Medicare Is also means tested. 

Using current law tu and benefit rules, the upper income half of Medhare 
benefldartes wQl pay more in taxes over their Ufetlme than they will receive In benefits 
and the lower Inoome half of Medicare beneficiaries wfll receive more In benefits than they 
will pay In taxes. While benefits are the same for all Medicare benefid^es, taxes are a 
gercentage of earnings. Since 1 999. there is no Umit on the amount of earnings that can 


Beneficiaries In Che first Income quartile wlD receive a net subsidy armind $73,000 
and those in the next quartfle will receive a net subsidy around $15,000. In oontrasL 
beneficiaries In the third income quartile will pay around $25,000 mote In taxes than they 
wfll receive in benefits and the upper Income quaitfle wfll pay around $159,000 more. 



2 % 


Tax suiMldim provide greater beoeflta to tbe upper lacone thao to lower laooaie. 


Unlike Medicare benellts. tax sobeidle! benefk the upper Income more than the 
lower Income. Those In the upper Income quartlie receive around $I5I,0<X) In lax 
subsidies over a liretime. around ten times more than the $16,000 tax subsidy for those in 
the lowest Income quartlie. Ihose In the second income quartlie receive an average hut 
subsidy of $62,000 and Chose In the Ifabd Iname quaitSe receive $104,000. 

For working families with employer coverage and Income over $75,000, the 
annua] tax break is worth more than $2,000 a year, four times the value of the suteldy 
for working families with emplrryer cctvetage and Income under $20,000. Ihose 
famllleswltn no employer coverage onfy receive a $56 annual lax subsidy. 

The annual tax subsidy for upper Income working families exceeds the annual 
Medicare subsidy. The average anni^ Medicate subsidy Is $1,912. The annual tax 
subsidy for families with employer oovetage and Income over $75,000 Is $2,1 19 or more. 

if Medicare beneRts and tax subsidlea are combined, fhmlUes In the Orst three 
quaitlles receive approximately the some net lifetime subsidy while famlUes In the 
upper income quartlie almost break even. 

Families In the first three quartfles will receive a net Ufellme subsidy from both the 
mx subsidy and Medicare benefits of approximately $80,000 under current law. Families 
In the upper Income quartlie will pay about $8,000 mote In Medicate taxes than they will 
receive In tax subsidies and Medlbue benefits. 

tVrparnt ty the National Committee to Preserve Socid Security and Medkaie 
Research and Polky Devetopmenc 
February 7. 1995 
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Chairman Thomas. Thank you. I thank the panel. 

Mr. McCrery. 

Mr. McCrery. I thank all of you for coming today and sharing 
with us your thoughts on this subject. 

I am going to ask a couple of specific questions to Ms. Dixon and 
Mr. Richtman. While I am asking, I would like for Ms. Phillips and 
Mr. Hopkins to be thinking about anything they would like to say 
in response to the testimony of Mr. Richtman and Ms. Dixon. 

First of all, Ms. Dixon, I appreciate your telling us that we are 
doing just fine in repealing the tax increase in Social Security re- 
cipients that was put into effect last year, and then saying that, if 
we are going to do that, then it does not make sense for us to raise 
or income relate part B premiums. 

I think there is a distinction there between the two. I am for re- 
pealing the tax increase on Social Security. I did not vote for the 
tax increase last year and thought it was a bad idea. But Social 
Security is something, as you know, that seniors have paid into, 
have been expecting and have worked into their retirement plans. 
And for us to impose upon them a very high marginal tax rate, 
which is what we do, in effect, when we take away Social Security 
benefits, I think is unfair. 

However, income relating Medicare part B, when we know that 
general revenues are subsidizing 75 percent of the true value of 
that product or that benefit, is entirely different. So I do not think 
we are inconsistent by supporting a repeal of the tax increase on 
Social Security benefits and at the same time suggesting that we 
income relate to some extent part B premiums. 

Also, since you brought it up, the catastrophic health care plan 
of a few years ago, if I am not mistaken, AARP was in favor of that 
plan. Is that correct? 

Ms. Ddcon. Yes, our members felt that they were going to receive 
certain benefits that they needed very badly, prescription drugs 
and long-term care. Therefore, we supported it, because our mem- 
bers wanted those benefits. Unfortunately, we did not achieve 
them. 

Mr. McCrery. Did you not just 1 year later change your posi- 
tion? 

Ms. Dixon. No, we did not change our position. 

Mr. McCrery. Is not the AARP for repeal 1 year later? 

Ms. Dixon. No, it went down, because our members learned that 
they would have to bear the burden of the financing. AARP never 
went along with the financing mechanism. We were looking for 
benefits for our members, but this was the best that we could get, 
so we went along with it. 

However, the financing was never something that we agreed to. 
And when our members learned that the seniors would have to 
bear the cost of this plan, that was when they did not want to go 
along with it. 

Mr. McCrery. I remember that very well. In fact, I voted against 
it the first time, so I was against you one year and then I was with 
you the next year. 

The fact is that a lot of seniors, your members, at least in my 
district, did not really want that program to begin with, because 
they had options in the private sector that were just as attractive 
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to them, and in some cases they could get those at less cost than 
what we were going to impose upon them from the public sector. 
So I am not surprised that the program was repealed. 

Perhaps that is the model we should look at, as more options in 
the private sector for seniors, instead of creating more and more 
programs at the Federal level and impose those on seniors. 

Ms. Ddcon. Well, we definitely believe there should be system- 
wide cost containment, not just on the Medicare side, not just on 
the public side, but on the public and the private side. Otherwise, 
it will always be just cost shifting. 

Regarding our members, we have a membership of over 33 mil- 
lion people, and it is veiy difficult to get complete consensus among 
33 million people, so we have to 

Mr. McCrery. I suspect you learned a lot from that experience. 

Mr. Richtman, I just want to say that I agree with you about the 
subsidization of private sector insurance. Some of us on this panel 
would like very much to do something about that and income relate 
to some extent the subsidy of private health insurance, as well, 
through some sort of cap on that. But that is another question. I 
appreciate your bringing that up, and I think you are right. 

Ms. Phillips, would you or Mr. Hopkins, like to respond to any- 
thing that we have said or that you have heard? 

Ms. Phillips. I would like to point out that CBO did a study last 
September of entitlements and ways to income relate entitlements. 
They looked at three different approaches. In that volume were 
some terrific tables showing who gets entitlement benefits and 
what income levels they are at. They showed that 20 percent of the 
families with incomes above $150,000 are getting Medicare. I 
would think that you would be able to do something about income 
relating benefits for this group of people. 

The Concord Coalition has many members who are also AARP 
members. In fact, our chapter in the State of Connecticut has been 
supported strongly by people who are endorsing their Social Secu- 
rity checks over to the Concord Coalition to pay for nmning a State 
Concord office. 

So there are people out there who are very concerned about the 
way these programs are spending money and who are willing to 
put their money where their mouth is. They really believe they can 
be part of the solution. Lower income people who are struggling 
with two workers in a family or just one parent, children in child 
care, much less income, and yet paying the taxes that support 
these other programs, they do not understand why well-off people 
who are not working and have discretionary income that they can 
send to outfits like the Concord Coalition should get a free ride. 

Mr. McCrery. Mr. Hopkins. 

Mr. Hopkins. The health insurance trust fund will go broke, un- 
less we bemn making reforms right now, and certainly A and B 
should be looked at as a whole when we are making the changes. 
By failing to make changes now, we are becoming part of the prob- 
lem. Yes, we should not be afraid to make the bold moves now. 

It was suggested that out-of-pocket expenses are more expensive 
today after 30 years of a government-run program. So when we 
look at our changes, we have got to take into consideration that the 
government is not the answer to all our problems. 
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Mr. Richtman. Congressman McCrery, just to complete one of 
your questions, the National Committee to Preserve Social Security 
and Medicare opposed the catastrophic health care plan when it 
passed Congress, and led the fight to repeal it. 

Mr. McCrery. I remember that. 

Mr. Richtman. So we were on the same side with you both times 
you voted on that. 

Mr. McCrery. Too bad you were not on my side in the election, 
but that is another matter. 

Mr. Richtman. As for repealing the tax on benefits and the dis- 
tinction you are drawing, the fact still remains that, even if you 
use the figures that the Chief of Staff of the Joint Tax Committee 
was talking about, you are going to, in effect, take about $8 billion 
from the same people that you are going to give $15 billion to by 
repealing the tax. So you are talking about money that the same 
people are going to be paying the government and getting from the 
government, and we just want to raise that issue. 

Finally, if the Concord Coalition is able to get Social Security re- 
cipients to endorse their checks right over to them, I want to com- 
pliment them on their direct mail. 

Ms. Phillips. This was not done through direct mail. This was 
done through citizens organizing in their communities, and it came 
as an absolute surprise to us when we opened the letters and found 
their checks. 

Chairman Thomas. The gentleman’s time has expired. 

Mr. McCrery. Thank j^ou, Mr. Chairman. 

There are some folks in my district who refuse to accept their 
Medicare benefits or Social Security benefits, because they are fair- 
ly well off, they have high incomes and they do not frankly see the 
point. 

Chairman Thomas. I have had people tell me that this was their 
mad dress money, and it is nice to know that some folks have 
found a better and higher use for that money. 

Mr. Richtman, I do not think I am confused and I do not think 
you are confused, but someone, in listening to your testimony, may 
nave been confused, so let us see if we can clear it up. You do not 
mean to suggest by your testimony that Medicare part B is an in- 
surance program, is that correct? 

Mr. Richtman. What I was trying to point out is that I think 
making a distinction between part A and part B is to some extent 
an artificial distinction, because 

Chairman Thomas. When one is mandatory and the other one is 
voluntary? 

Mr. Richtman. Because people consider it their Medicare, people 
that have Medicare do not usually make that distinction. They un- 
derstand that part B is optional, they can pay for it or they cannot 
pay for it. What I am talking about is looking at it in the context 
of the kinds of benefits people receive as opposed to what they pay 
through general taxes when they are in the work force and through 
their premiums and through the HI tax. 

Chairman Thomas. Let me go back to my original statement. 
You did not mean to create the impression that part B is an insur- 
ance program, did you? 

Mr. Richtman. Not by itself. 
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Chairman Thomas. And you mentioned twice now the cap on 
fringe benefits. In 1983, I voted to cap fringe benefits and we lost 
it on this committee by two votes. By using that in reference to 
suggested policy in other areas, does that mean that your organiza- 
tion supports capping of fringe benefit deductions? 

Mr. Richtman. Our organization supports treating these essen- 
tial tax subsidies fairly, treating people fairly, whether they are in 
the work force or they are retirees. To means test Medicare bene- 
ficiaries and not means test people that are getting these benefits 
by virtue of tbe Tax Code is not fair. It should be done fairly. 

Chairman Thomas. Does that mean if we go ahead and means 
test on Medicare part B, which is a general fund subsidy, you 
would support capping the fringe benefit deductions? 

Mr. Richtman. Frankly, I do not think so, because I think that 
the 

Chairman Thomas. So you would not support that? 

Mr. Richtman. That is right. I do not think we would. 

Chairman Thomas. You use it as an example, but then you 
would not support it if it was policy? 

Mr. Richtman. No. What I am saying is that the current policy 
I think is a good one. The way health care policy is structured 
brings more health care benefits to more people. But by making a 
distinction here and trying to focus just on the Medicare bene- 
ficiaries and means testing their benefits to raise revenue that way 
we think is unfair. 

Chairman Thomas. But you would not support capping fringe 
benefit deductions? 

Mr. Richtman. I cannot decide that by myself. 

Chairman Thomas. That is a sufficient answer. I just wanted to 
find out. 

Ms. Dixon. 

Ms. Dkon. Our organization feels that if higher income Medicare 
beneficiaries have to pay a higher premium, then working people 
who have higher incomes should also pay a higher premium. When 
their employers receive tax breaks, therefore, they are subsidized, 
also. So we just feel that it should be equitable across the board. 

Chairman Thomas. Ms. Dixon, thank you for that refreshing po- 
sition which is consistent. I understand you do not have to be con- 
sistent, but I appreciate the consistency. 

Let me try another one on you. You are concerned that this 
might produce a cost shift. If the original Medicare part B program 
was a 50/50 relationship between general fund subsidies and recipi- 
ent payments, and it is now a 75/25 program, did it not result in 
a cost shift when it went from 50/50 to 75/25? 

Ms. Dixon. In our written testimony, we point out the fact that 
the 50/50 was changed because the costs of medical care were ris- 
ing so rapidly 

Chairman Thomas. But that is a cost shift, is it not? 

Ms. Dkon. May I finish? 

Chairman Thomas. Surely. 

Ms. Dkon. The Congress felt that the 50/50 would put too much 
of a burden on too many persons who were unable to bear those 
costs, therefore, it was changed. 
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What I was referring to by cost shifting was that the cost would 
shift from Medicare over to the private sector and, therefore, it 
would do nothing to reduce overall costs and therefore bring down 
the deficit. Whenever Medicare benefits are reduced or whatever, 
then the private sector has to pick that up. Employers will prob- 
ably have to raise premiums for their employees. Perhaps even 
some would go out of business. So we still do not have any positive 
effect as far as the deficit is concerned. 

Chairman Thomas. But do you know now that Medicare is lag- 
ging behind the private sector, and that in fact there have been so 
many changes made in the private sector in controlling the costs 
of health care, that there probably would not be that classic shift 
that you are talking about. And one of the reasons that we are 
talking about making changes in Medicare is because Medicare is 
now a cost driver. 

It used to be that there was a cost shift from the private sector 
to Medicare, and now Medicare is in fact keeping alive a system 
that has been changed in the private sector. So we may need to 
refocus in terms of the way we view the relationship between Medi- 
care and “cost shifts” onto the private sector. 

Your argument is that it was just too much money for people to 
pay which led Congress to go from a 50/50 split to a 75/25 split. 
Would it not then also make sense that if people had sufficient 
wealth to be able to pay a greater portion of that shift, 75/25, that 
we should encourage people who could pay to pay? 

Ms. Ddcon. Now, when it went from 50/50 to 75/25, that was to 
accommodate those millions of people of low income. 

Chairman Thomas. But what about the millions of people of high 
income? 

Ms. Dixon. I do not know if there are as many millions as there 
are of low income. 

Chairman Thomas. How about thousands? 

Ms. Dixon. What we are saying is there has to be systemwide 
reform, rather than focusing on a small population. 

Chairman Thomas. I think you heard the testimony today that 
all of us are committed to systemwide reform. As part of a system- 
wide reform, would you accept some kind of an adjustment in the 
general fund contribution that many nonelderly taxpayers now 
make to our seniors who have income sufficient to pay their own 
cost? 

Ms. Dixon. AARP would be willing to look at incremental reform, 
if certain safeguards were in place. One is, as we mentioned, sys- 
temwide cost containment. Another would be that the senior popu- 
lation would receive important benefits which they do not now 
have, such as long-term care and prescription drugs, and there was 
equity in that the persons who are employed and have high in- 
comes would also be subject to this increased premium. 

Chairman Thomas. You know that in the Contract With America 
we have already held hearings and are moving forward with legis- 
lative changes that would allow long-term care insurance to be de- 
ducted from your income tax, and that it would make it available 
for employers to offer without taxes. 

Ms. Dixon. That is something our members want very much. 
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Chairman Thomas. In addition to that, we are trying to reform 
the system under a concept that you heard referred to more fre- 
quently now as Medicheck, in which, rather than government offer- 
ing to pay a prescription program, seniors could take the amount 
that they now have under Medicare and go out in the private sec- 
tor and look at the offerings that would include prescription cov- 
erage and many other benefits as indicated by your magazine and 
the insurance packages that you offer, which people could purchase 
with the dollar equivalent of the current Medicare structure. Would 
that be something that your organization would be interested in 
supporting? 

Ms. Ddcon. It is something that we certainly would have to ex- 
plore. As I have listened to the testimony today, I am just im- 
pressed by the complexity of this issue and we certainly commend 
the committee for inviting opposing opinions. You have a formida- 
ble job to try to bring all of these things together, and we are cer- 
tainly willing to work with you to try to come to a solution that 
will be amic^le and in the best interest of our country. 

Chairman Thomas. We appreciate it, because we know the sys- 
tem has to be reformed. We would much rather do it with you than 
without you. But we believe that, in a commitment to all seniors, 
we are going to do it. 

I want to thank the entire panel, including Ms. Phillips, for tak- 
ing her time to come and testify in front of the group. We look for- 
ward to seeing you on future panels, as we begin to look at other 
aspects of change in this program. 

Thank you very much. 

The subcommittee is adjourned. 

[Whereupon, at 4:33 p.m., the hearing was adjourned to recon- 
vene on Friday, February 10, 1995 at 10 a.m.] 



MEDICARE REFORM AND INNOVATION 


FRIDAY, FEBRUARY 10, 1995 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Health, 

Washington, D.C. 

The subcommittee met, pursuant to call, at 10:06 a.m., in room 
B-318, Rayburn House Office Building, Hon. Bill Thomas (chair- 
man of the subcommittee) presiding. 

Chairman THOMAS. I will apologize in advance: The powerful 
House Ways and Means Committee has relatively few hearing 
rooms, and when the main hearing room is not available, unfortu- 
nately this is our second largest room. In the spirit of the new ma- 
jority, we are indicating that if anyone wants to stay longer than 
10 minutes there is a fee for the seat. It will be applied to the defi- 
cit. 

Today is the third hearing in Hie week-long examination of Medi- 
care policy, and this will be a hearing on Medicare reform and in- 
novation. 

Any members who have written statements in their entirety, 
they will be placed in the record. We have discussed throughout 
this week the Medicare prowam, the fact that it needs fixing, and 
not just in terms of particular details. The program really has to 
be transformed from the midsixties model into one that clearly uti- 
lizes the changes that we have seen in the private sector to get 
ready for the rest of the nineties and especially the 21st century. 

The transformation we hope will be along the lines of improving 
the program for beneficiaries who will gain greater access to higher 
quality and more cost effective medical care; but second, obviously 
we need to rein in the growHi of Medicare costs which clearly 
threaten the future of the Medicare program. Based upon the most 
recent data and the changes in the private sector, this is a growing 
problem for Medicare in relation to the private sector. 

We have got to talk about the use of managed care and a 
smoother transition into managed care for the Medicare bene- 
ficiaries. As we learned earlier this week, there is growing consen- 
sus that the Medicare system is flawed and anyone who wants to 
try to hang on to it is really not doing a service to either the tax- 
payer or the Medicare beneficiary. 

Our subcommittee has undert^en the task of defining the terms 
of this transformation. The best place to begin is with the positive 
experience Medicare beneficiaries are having with managed care. 

We should look for guidance firom the health care revolution tak- 
ing place in the private sector. We need to look to the private sector 
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to learn ways to adapt its models to the framework of Medicare. 
If grafting is not possible, then we need to talk about more fun- 
damental reform. Today the testimony will provide insights on 
managed care in Medicare and the private sector. 

Among the witnesses we can especially look forward to is not 
only our colleague Mr. Pomeroy, who has been with us throughout 
this discussion, but two former administrators of the Health Care 
Finance Administration, Bill Roper and Leonard Schaeffer, who are 
now in the private sector and are at the cutting edge of companies 
who are in managed care alternatives. 

We need to receive guidance on how to improve the design for 
payment of managed care organizations by Medicare. All of us 
know that in 2001 the part A trust fund is planning to go broke. 
When you look at the ways in which you can adjust it — increasing 
the tax rate, reducing benefits — the shifts in those areas become so 
enormous that it really is not an option; tripling the tax rate, cut- 
ting by two-thirds the benefits, for example, if we are going to con- 
tinue to play the old game to try to buy time beyond 2001. 

Obviously these problems represent a challenge not only to Con- 
gress, but ultimately to the American people. It is not going to be 
easy, but as we heard on Tuesday from Senators Kerrey and Gregg, 
especially Senator Kerrey, from the Kerrey-Danforth Commission, 
if we do not begin the task of transforming Medicare, we are going 
to pay a much higher price down the line for that failure. 

I would yield to my friend from Maryland for any statement he 
may wish to make. 

Mr. Cardin. Thank you, Mr. Chairman. 

I would ask unanimous consent that the opening statement by 
Mr. Stark, the ranking member, be made a part of the record, and 
that my opening statement in full be made a part of the record. 

Chairman Thomas. Without objection. 

[The prepared statement follows:] 
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Opening Statement 

The Honorable Pete Stark 

Hearing on Medicare Reform and Innovation 
February 10, 1995 


Mr. Chairman, 

I am pleased that you have scheduled this hearing on "Medicare reform and 
innovation." I hope that this hearing gives credit where credit is due. Speaker 
Gingrich has characterized Medicare as a "large, clurdcy, bureaucratic" system. I'll 
accept the label of Medicare being "large" -- and with some pride — although a more 
accurate term to use is universal, as in universal coverage. Medicare covers 99.1 % 
of Americans who we over the age of 65, and does so without consideration to 
where they live, how sick they are, or how much money they have. 

As to being bureaucratic and clunky, that might have been true with the 
Medicare program of the 1960's, but it isn't the Medicare of today. Over the past 
twenty years. Medicare has led the way in iimovations in administration, cost 
containment, and reforms of the financing system. 

As we all know Medicare's DRG-based hospital prospective payment system 
led the way in reforming the way hospitals get paid. Similarly, Medicare's RB RVS 
physician payment system has changed forever the way in which doctors are paid. 
Both are now in wide-spread use across the system - public and private. 

Medicare led the way in developing utilization review through its 
Professional Review Organizations, review which is now the underpinning of most 
managed care in the private sector. Moreover, the federal government's 
involvement in outcomes research and the development of practice guidelines is 
serving to strengthen utilization review efforts nationwide. And last but not least. 
Medicare's leadership led to the development of the first uniform billing form for 
hospitals, the UB-82 in 1982 and its successor, the UB-92. A second form, HCFA- 
1500, serves as the uruform claim form for physician billing. These are the only 
claim forms Medicare requires today. 

Of course now we hear calls that Medicare's fee-for-service system is 
antiquated and should be replaced by something called managed care. Medicare also 
led the way in that area as well Since legislation passed in 1982, Medicare has been 
contracting with managed health plans across the country - 244 such plans at last 
count. The program has worked well, because choice of managed care in Medicare is 
voluntary. The plan must provide an attractive enough option so that seniors 
choose managed care without coercion from anyone. 
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Medicare's managed care option is not without problems, not the least of 
which is that seniors who join these plans are generally healthier than the average 
Medicare benefidary. Research shows that the cost for benefidaries joining plans is 
only about 85% of the average for Medicare. This means that it costs Medicare 
money, rather than saving money, when seniors join these plans. This problem 
must be solved before the program can be expanded dramatically. I would note that 
we passed legislation in 1989 directing the Secretary to improve the payment system, 
but little progress appears to have been made. 

At the same time we are talking about Medicare losing money on every 
benefidary that enrolls in an HMO, I read about the tremendous profitability of the 
managed care industry. If the Chairman would allow me. I'd like to enter in the 
record a staff review of 15 managed care company financial reports. Roughly twenty 
percent of every health care dollar in these firms is going for overhead, managers, 
and profit. This compares to Medicare's overhead of 2% and overhead in the most 
effident private PiMOs of about 5%. Some HMOs may be giving Medicare 
beneficiaries their money’s worth, but many are not. 

It is also possible to point to the kind of reforms we do not want. Recently I 
received a series of news accounts from the Fort Lauderdale Sun-Sentinel regarding 
abuse of Medicaid beneficiaries in HMOs and other managed care plans in that State. 
I'd like to provide to each Member a copy of this series. This report shows that State 
oversight of Medicaid managed care is abysmal. Because of these findings. 
Congressman Shaw has stated his intention to call for Congressional hearings as 
soon as is possible. I support this effort and would like to offer my assistance in 
holding these hearings. 

Medicare is not immune from the problems identified in this Florida Sun- 
Sentinel series either. In a February. 1994 series by the same paper. Medicare HMOs 
operating in Florida were found to deny care, provide substandard care, and have 
unmanageable grievance procedures. I'm glad Mr. Vladeck is here today to discuss 
these issues that strike at the heart of what Medicare was designed to do - provide 
America's seniors access to affordable, high quality medical care. 

There is one other issue I'd like to touch upon. Medicare Select. It is my 
intention to introduce legislation regarding this demonstration program. I have not 
as yet done so in response to an Administration request. I look forward to the 
Administration's recommendations today on this demonstration program. A 
preliminary review of the Medicare Select program has found significant reason for 
concern and caution — despite the repeated claims by others that Medicare Select is 
good because it means more choice for beneficiaries. Of course, what ail this vague 
talk about more choice and reform is really meant to do is disguise an effort to take 
away freedom of choice of doctors and hospitals from the nation's seruors. Let us 
not be confused that choice of plan is the same thing as choice of physician, because 
America's seruors know the difference. 
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Mr. Cardin. I would like to congratulate you for holding these 
hearings. I think they are extremely important. We need to look at 
ways of responsibly reducing the cost of Medicare and looking for 
innovative ways in which to bring down the growth rate in Medi- 
care expenditures. 

I would like to acknowledge one of my teachers who is in the au- 
dience. Bill Gradison taught me an aw^l lot on this committee. It 
is nice to see Bill back in the committee room. 

I would also like to point out, if I might, that one of the ways 
we can look for innovations in health care reform is to look to our 
States and giving States more flexibility in dealing with the health 
care system. 

I would just like to point out to the committee the record in my 
own State of Maryland. Mr. Thomas has heard me mention many 
times about Maryland’s all-payer rate system, and the information 
has just been made available for the last year, in which it shows 
once again the State of Maryland has kept hospital costs down at 
a lower growth rate than the national average. That makes 18 out 
of the last 19 years Maryland has kept its growth rate below the 
national average on hospital costs, and we do it with an all-payer 
rate system. 

There is no cost shifting in Maryland. There is no discounting in 
Maryland. All payers pay the same rate for services at a particular 
hospital. So if you go to Johns Hopkins Hospital in Baltimore, the 
hospital does not care whether you are a Medicare patient or 
whether you are an HMO patient or whether you are a private in- 
sured patient or a Medicaid patient; the hospital receives the same 
reimbursement rate for the services performed by that hospital, as 
it should, for each person should receive the same high-quality 
care. We have been able to do that. 

Now, there are those who believe that a regulated rate system 
would discourage managed care. It does not. Maryland has the 
third highest HMO penetration of any State in the Nation, so we 
have managed care, and we have an all-payer rate system, but 
what we have shown is that if you are going to save money in 
health care costs, you need to do it other than by discounting but 
by managing the care of the individual and promoting preventive 
health care. 

I hope, Mr. Chairman, we will use Maryland as an example as 
we look for innovative ways of bringing down the cost of Medicare. 
Yes, I think we should look to the States, and I think we should 
look to managed care as a way of bringing down health care costs 
in Medicare, but I hope that as these hearings evolve our witnesses 
will tell us how we can bring down the costs of health care by man- 
aging the care of the Medicare patient, but not by discounting be- 
cause you happen to be a bully in the marketplace. I don’t think 
that serves any purpose, and I look forward to the testimony today 
for helping us in dealing with these very difficult issues. 

[The prepared statement follows;] 
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STATEMENT OF 
HON. BENJAMIN L. CARDIN 

A REPRESENTATIVE IN CONGRESS FROM THE STATE OF MARYLAND 


I am concerned at the report that some Medicare Select carriers 
are achieving savings, and offering lower premiums, based on 
negotiating discounts of Part A costs, including deductibles, 
with hospitals. My state of Maryland has almost 20 years of 
experience with our all-payer hospital payment system. With that 
system Maryland has taken hospital costs which once ran almost 
25% above the national average to 8.1% below that national 
average over time. Maryland has now outperformed the nation in 
containing hospital costs in 18 of the last 19 years. Maryland's 
all-payer hospital system is designed to contain costs, increase 
efficiencies and spread the costs of uncompensated care equitably 
across all payers. The results have been impressive: all 
Marylanders have access to needed hospital services; we have 
virtually no cost shifting; solvency has been maintained for all 
efficient hospitals; and our hospitals have retained or enhanced 
their reputations for clinical and teaching excellence. 

The Maryland all-payer system functions on the very premise that 
all payers - whether public or private, large or small - 
including Medicare and Medicaid, pay the same prices for the same 
services. The system is based on principles which have been 
shown to work: focusing control on costs not profits; 
establishing attainable and predictable targets; using 
incentives; minimizing regulatory intrusions on the market; 
collecting data: focusing on outliers, those providers (and 
patients) at the cost margins; and taking a long range view. 

As we look at reform initiatives it is important to use systems 
that work not by shifting costs but by actually delivering 
services more efficiently. The extent to which costs savings in 
managed care are coming from risk selection and the sentinel 
effect accomplished by limiting provider panels and requiring 
massive regulation of medical practice is not a positive 
development; rather if we are to encourage Medicare beneficiaries 
to move into managed care, we must encourage those managed care 
systems to achieve efficiencies and savings by concentrating on 
their real principles: emphasizing preventive services and 
managing/coordinating care. 

Mr. Chairman, I look forward to a frank discussion of the 
challenges facing us as we look to improve Medicare services for 
all of its beneficiaries. 
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Chairman Thomas. I thank the gentleman. 

As was indicated, anyone who has a written statement that 
would like to put it in the record, without objection. 

Earl, nice to have you back with us again, Hon. Earl Pomeroy 
from North Dakota, who has had some practical experience at the 
State level, which is always a danger if you have some knowledge 
in the area in terms of legislating. 

It is nice to have you again. Proceed in any way you see fit. 

STATEMENT OF HON. EARL POMEROY, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NORTH DAKOTA 

Mr. Pomeroy. Mr. Chairman, thank you very much. 

The scope of this hearing goes to a very critical matter. My testi- 
mony will go to a very, very small subset of exploring the issues 
of greater managed care under the Medicare care delivery system. 

I speak to H.R. 483, sponsored by Representative Nancy Johnson 
and myself. This bill would take the Medicare Select experiment 
and apply it to all 50 States and give it a permanent authorization. 

I have had a long interest in senior citizen health insurance, dat- 
ing back 10 years ago to my days in the North Dakota State lems- 
lature. I was a State insurance commissioner for 8 years, and dur- 
ing that time worked aggressively to advance the standards of sen- 
ior health insurances in North Dakota and through the National 
Association of Insurance Commissioners. With the NAIC, I chaired 
the Long Term Care Insurance Committee, the Medicare Supple- 
ment Committee, I was president of the association, and chaired 
the task force that developed the model standards for Medigap cov- 
erage presently allowed under OBRA 1990. 

The Medicare Select initiative was from the get go a modest little 
experiment, a baby step down the lane of incremental health re- 
form. Medicare Select allowed insurers to negotiate with hospitals 
for reduced part A deductible chaises and passed the savings on 
to the insured. Medicare paid the claims in an identical manner to 
other Medigap policies but stood to benefit from the utilization re- 
duction generated. 

Not surprisingly, the primary arrangement presently in place in 
these Medigap Select plans is a restricted network of providers that 
pass on the discount and provide little or no additional managed 
care to obtain additional savings. 

On the other hand, for a number of insurers, the provider net- 
works where the discoimt is offered is the same network they have 
constructed to provide cost-efficient managed care services to their 
insured major medical and Medicare Select alike. In these in- 
stances, even deeper premium discounts are made available to the 
insureds because of managed care savings. Of course. Medicare and 
taxpayers also benefit because the insured has selected a more 
cost-efficient health care provider. 

Frankly, I thought at the time of enactment that subjecting such 
a modest project to the status of a pilot experiment by allowing it 
in only 15 States and giving it a relatively short authorization pe- 
riod was oversight overkill. In my opinion, the biggest consequence 
of these limitations has been to deprive seniors in 35 States from 
a Medigap insurance option which would have saved them some 
money while promoting managed care. 
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Anyway, now we have the initial results, and the following con- 
clusions are supported. Not many consumers have it, but those who 
do enjoy lower premiums and register high levels of satisfaction. 

Medicare has not quantified savings nor have they quantified 
costs from the program. Insurers, particularly those with estab- 
lished managed care networks, find Medicare Select a useful policy 
feature to bring Medicare supplement policyholders to their man- 
aged care network. 

Maybe I am missing something, but it seems to me we ought to 
preserve a pro^am that at its very worst has been a benign pres- 
ence in the senior insurance marketplace. 

When I was an insurance regulator, I figured the insurance con- 
sumers knew a lot more about their unique circumstances than I 
did, and they wanted options available in the market to choose 
from. With Medicare Select there is no demonstration that seniors 
should be precluded by government from having the option of sav- 
ing a little money while selecting a Medigap policy that involves a 
restricted provider network and managed care. 

In North Dakota’s experience, the Medicare Select program has 
more than 10,000 enrollees who pay premiums priced at 17 percent 
below what the identical policy would have been in the non- 
Medicare Select program. To date, there has not been a single com- 
plaint generated by this Medicare Select book of business to the 
North Dakota insurance department. Not one. 

The experience today in each of the 15 States tends to show that 
when it comes to Medicare Select, those who have it like it. Con- 
cerns about the program tend to be theoretical or anecdotal. I find 
the actual experience of those in the program is much more in- 
structive as to its merit than those who purport to speak on behalf 
of senior citizens but don’t have the direct personal experience of 
having had this coverage. 

In my opinion, applying Medicare Select to all 50 States and 
making it permanent will have several positive effects; the national 
trends toward managed care rather than traditional fee-for-service 
reimbursements make it increasingly likely Medicare Select enroll- 
ees will benefit from lower premiums and managed care provided 
through established networks of providers. 

As we take this step it is certainly appropriate to consider im- 
provements to enhance the program in order to generate greater 
savings to policyholders. Discounts on the part B deductible should 
be permitted similar to the part A deductible discoimt presently al- 
lowed. The adequacy of consumer protections should be evaluated, 
provided that the extent of the existing protections imposed by 
State regulators are found to be insufficient. 

In this regard, perhaps more should be done to insure that every 
Medicare Select insured has an opportunity to change to conven- 
tional insurance from a Medicare Select option on a one-time basis. 
Additional protections should retain regulatory responsibility with 
State insurance regulators, and any additional protections con- 
templated ought to be appropriate for the essentially indemnity na- 
ture that the Medicare Select product represents. 

Unfortunately, the 6-month extension allowed by the 103d Con- 
gress is not sufficient to thoroughly consider design improvements 
without placing existing programs at-risk of having the programs 
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authority expire. I hope this Congress will not let perfection be the 



ter. 

In summary, I believe the results of the Medicare Select program 
justify its extension and national expansion. 

Thank you for your consideration of my testimony. 

[The prepared statement follows;] 
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THE HONORABLE EARL POMEROY 
before the 

SUBCOMMITTEE ON HEALTH 
February 10, 1995 


Thank you for allowing me to testify on the issue of 
Medicare Select . 

I have had a long interest in senior citizen insurance 
coverages dating back to my days in the North Dakota State 
Legislature in the early I980's. Ten years ago, I became North 
Dakota's Insurance Commissioner and during the eight years I 
served in that position, I worked aggressively in North Dakota 
and in the National Association of Insurance Commissioners (NAIC) 
to upgrade the health insurance marketplace for senior citizens. 

Within the NAIC, I served at various times as chair of the 
Medicare Supplement Task Force, the long term care insurance task 
force, as well as President of the association. When OBRA 1990 
created the standards for Medicare supplement coverage and the 
Medicare Select program, I chaired the task force that developed 
the model statutes and regulations implemented at the state level 
pursuant to the legislation. These model laws included designing 
the spectrum of standardized coverages presently allowed in the 
medicare supplement market. 

The Medicare Select initiative was from the get-go a modest 
little experiment - -a baby step down the lane of incremental 
health reform. 

Medicare Select allowed insurers to negotiate with hospitals 
for reduced part A deductible charges and pass the savings on to 
the insured. Medicare paid claims in an identical manner to 
other medigap policies but stood to benefit from utilization 
reduction . 

Not surprisingly, the primary arrangement presently in place 
on Medicare Select plans is a restricted network of providers 
passing on the discount and providing little or no additional 
managed care to obtain additional savings. 

On the other hand, for a number of insurers the provider 
networks where the discount is offered is the same network they 
have constructed to provide cost efficient managed care services 
to their insureds- -major medical and Medicare Select alike. In 
these instances, even deeper premium discounts are made available 
to insureds because of managed care savings. Of course, Medicare 
and taxpayers also benefit because the insured has selected a 
more cost-efficient health care provider. 

Frankly, I thought at the time of enactment that subjecting 
such a modest project to the status of a pilot experiment by 
allowing it in only 15 states and for a relatively short period 
of time was oversight overkill. In my opinion, the biggest 
consequence of these limitations has been to deprive seniors in 
35 states from a medigap insurance option which could have saved 
them some money while promoting managed care. 

Anyway, now that we have the initial results, the following 
conclusions are supported: 

Not many consumers have it but those who do enjoy lower 
premiums and register high levels of satisfaction. 
Medicare has not quantified savings or costs from the 
program. 

Insurers -- particularly those with established managed 
care networks -- find Medicare Select a useful policy 
feature to bring to their managed care network. 
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Maybe I'm missing something, but it seems to me we ought to 
preserve a program that at its very worst has been a benign 
presence in the senior insurance marketplace. 

When I was an insurance regulator, I figured the insurance 
consumers knew a lot about their unique circumstances and they 
wanted options available in the market to choose from. With 
Medicare Select there is no demorstration that seniors should be 
precluded by government from having the option of saving a little 
money by selecting a medigap policy that involves a restricted 
provider network and managed care. 

In North Dakota's experience the Medicare Select program has 
more than 10,000 enrollees who pay premiums priced 17 percent 
below those insured in conventional medigap coverage. To date, 
the insurance department has not received a single complaint from 
a Medicare Select policy holder. 

The experience to date in. each of the 15 states tends to 
show that when it comes to Medicare Select, those who have it 
like it. Concerns about the program tend to be theoretical or 
anecdotal. I find the actual experience of those in the program 
to be more instructive about the merit of the Medicare Select 
program than those who purport to speak on their behalf. 

In my opinion, applying Medicare Select to all 50 states and 
making it permanent will have several positive effects. The 
national trends toward managed care rather than traditional 
fee- for-service reimbursement make it increasingly likely 
Medicare Select enrollees will benefit from lower premiums and 
managed care provided through established networks of providers. 

As we take this step, it is certainly appropriate to 
consider improvements to enhance the program. 

In order to provide greater savings to policyholders, 
discounts on the part B deductible should be permitted similar to 
the part A deductible discount presently allowed. 

The adequacy of consumer protections should be evaluated, 
provided that the extent of existing protections are found to be 
insufficient. In this regard, perhaps more should be done to 
ensure that every Medicare Select insured has an ongoing 
opportunity to change to conventional insurance on a one-time 
basis . 

Additional protections should retain regulatory 
responsibility with state insurance regulators and be appropriate 
for the indemnity-based nature of the product. 

Unfortunately, the six month extension allowed by the 103rd 
Congress is not sufficient to thoroughly consider design 
improvements without placing the existing programs at risk of 
having the program's authority expire. I hope this Congress will 
not let perfection be the enemy of the good. The consideration 
of refinements must not jeopardize the Medicare Select program or 
unnecessarily complicate things for those who have stepped 
forward to provide this coverage. 

In summary, I believe the results of the Medicare Select 
program justify its extension and national expansion. Thank you 
for your consideration. 
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Mr. Thomas. Thank you very much, ConCTessman Pomeroy. 

Mrs. Johnson, the author of H.R. 483, will inquire 

Mrs. Johnson. Thank you very much. 

It is a pleasure to welcome you. Congressman Pomeroy, my co- 
sponsor of this legislation. It is very rare, frankly, that we consider 
legislation in this body where a Member has had so much direct 
experience not only with providing the product but with protecting 
the consumer to guarantee that the consumer does in fact get the 
care they believe they are going to get, the quality care they think 
they are going to get, and the options that they want. And I value 
your experience out on the frontlines in implementing this program 
as an insurance commissioner, and in helping me do the research 
that we did last year, to look and see how it is working and what 
is happening. 

I do want to mention to you that as we have spoken that this 
is not the end of the road, if we make this permanent and available 
in all States it doesn’t for a moment relieve us of the responsibility, 
especially in the context of the changes that are ahead of us of inte- 
grating this design or considering its structure in the years ahead. 

I wanted you to be, if you could, a little bit more specific about 
the regulations that already govern this program. This is not just 
something out there without any controls around it. There are both 
Federal regulations and State regulations. If you could point out 
some of the ones that you think are most important to it, I think 
it would be helpful to the committee in its considerations. 

Mr. Pomeroy. Well, the OBRA 1990 legislation that put this 
pilot out there in place did make requirements that there be cer- 
tain protections for the consumers, and before a State would be al- 
lowed to offer these products they had to have provisions in place 
that governed these protections. 

First of all, the networks must offer sufficient access. In other 
words, in the city of Los Angeles you couldn’t have just one doctor 
and hospital signed up if it was not sufficiently accessible by the 
policyholders it was being marketed to. The networks must have 
ongoing quality assurance programs so that internal quality is as- 
sessed on an ongoing basis. The insurer must provide disclosure at 
the time of the enrollment that this is a different product, this is 
a limited, restricted access product, and the disclosure must also 
provide notice as to provisions for out of area and emergency cov- 
erage as well as availability and cost of available Medicare supple- 
ment policies that are not Medicare Select policies and don’t have 
these restrictions. 

From a starting point, that is a pretty good base, I think, of 
consumer protections and maybe has something to do with the fact 
that there haven’t been more complaints generated on this new 
product. 

Mrs. Johnson. In your experience, what do consumers get for 
choosing a Medicare Select product? 

Mr. Pomeroy. Well, in the State of North Dakota, for example, 
they will access the Blue Cross-Blue Shield provider network. 

Now, the Blue Cross-Blue Shield provider network in my State 
includes most eveiybody. So access is not restricted particularly ef- 
fectively. The part A deductible is waived, so the cost of the pre- 
mium is reduced, but I think in addition to that that managed care 
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devices that Blue Cross-Blue Shield has implemented, which 
means that Blue Cross is doing more on a given case than simplv 
writing the claims check as has formerly been the case and is still 
the case with pure indemnity providers of Medigap coverage, 
means that the care is more cost efficiently provided, that means 
claims experience is less and that means further savings to the pol- 
icyholder on their Medigap piece and it means savings to the Fed- 
eral Government and taxpayers who pay the bulk of a Medicare 
claim. 

Mrs. Johnson. Thank you very much, Mr. Pomeroy. 

One of the things that I think is being overlooked in this discus- 
sion is that managed care does offer to seniors protection against 
one of the major causes of hospitalization among seniors, which is 
overmedication. 

There is a much greater possibility of your medications being in- 
tegrated and coordinated in a managed care system, and that has 
traditionally been a very serious cause of senior hospitalization, so 
it is a quality issue for seniors as well as a cost issue for us all. 

Thank you for your testimony and for your experience. 

Mr. Pomeroy. Thank you. 

I would like to note for the record that we are having this hear- 
ing today on a program that was extended because of your efforts. 
It would have expired without question in my opinion at the end 
of the calendar year but for a really heroic effort put forth by you 
at the end of the 103d. 

Mrs. Johnson. Thank you. 

It took a good team. We did manage to save a program that for 
400,000 seniors is the difference between more care and less care. 

Thank you. 

Mr. Pomeroy. That is right. 

Chairman Thomas. Would the gentleman like to inquire, the 
gentleman from Washington. 

Mr. McDermott. Yes, thank you, Mr. Chairman. 

Congressman Pomeroy, you are aware that the department is 
going to follow you and suggest they don’t think this is a good pro- 
CTam. I am sure you have investigated that, and I would like to 
hear your answers why you think they are wrong in wanting to get 
rid of this progpram. 

Mr. Pomeroy. Actually, it is my understanding that HCFA will 
be testifying this morning that this program isn’t the greatest 
thing since sliced bread, that it has had kind of a benign effect out 
there that it has not saved Medicare money. For the reasons that 
I indicated in my testimony, I believe they have come to that posi- 
tion. It is not a particularly grand policy change, policy design 
change. It is a small one. 

Moreover, it has only been allowed in 15 States and only for a 
relatively short period of time, so I don’t think we have seen its full 
fruition. Maybe we see things differently. For me if it generates for 
those who have it a lower premium and if it provides for those who 
have it a level of coverage for health care that they find satisfac- 
tory in fact that they like it, I am confused about any reason to pull 
the plug on it. 

Now, if HCFA could demonstrate that in fact because of the 
lower cost of access to care utilization was increased and Medicare 



316 


was shoveling money out the door for Medicare Select recipients, 
that they weren’t paying for other Medicare insureds, then I would 
say Medicare — HCFA has a legitimate gripe with this product, and 
I would be very concerned about actually having something that we 
mean to decrease costs, increasing costs. That will not be their tes- 
timony today, however, so I am tend of confused that the depart- 
ment would find this to be a big deal one way or another. 

Mr. McDermott. Well, have you seen the Research Triangle In- 
stitute study? Have you had an opportunity to look at that? 

Mr. Pomeroy. Yes. 

Mr. McDermott. They say that one-third of all the Medicare Se- 
lect networks include only hospitals. It is not managed care. Blue 
Cross in three States, including California, converted their entire 
pre-OBRA people in Medicare into this Select program so they 
wouldn’t have to standardize their programs. 

You understand all those things, and you still think it is a good 
proCTam to keep in place? 

Mr. Pomeroy. Well, first of all, let’s take a look at the design of 
the program. You can only waive the part A deductible, small won- 
der, therefore, that physicians on the part B haven’t participated. 
We haven’t allowed them by the design of the proCTam to do it. 

Second, Blue Cross-Blue Shield I think will tell you as they tes- 
tify later, in fact the testimony of a former HCFA director himself, 
that they did not roll their pre-OBRA population into Medicare Se- 
lect for the exclusive purpose of avoiding standardization. 

In fact, when I chaired the committee that developed the stand- 
ardized products, the Blue Cross plans, including the California 
plan was very much represented and participating in that process. 

Mr. McDermott. So you disagree with the study? 

Mr. Pomeroy. I think that the study is hardly conclusive evi- 
dence that this thing is such a blight on the senior insurance mar- 
ket it ought to be pulled. 

Mr. McDermott. Thank you, Mr. Chairman. 

Chairman Thomas. Any other member wish to inquire? 

Earl, let me use you in terms of your technical expertise in your 
previous life. If you have got a product structured like Medicare Se- 
lect as a pilot program with a limited life, what would be the nor- 
mal reaction of a company in terms of talking about gearing up to 
go into a market like that? 

Mr. Pomeroy. Well, you would certainly let somebody else spend 
the research and development money to get it on the market and 
wait and see what the result was, whether it panned out in market 
experience and whether Congress let it go forward, and so I believe 
that the relatively short authorization period has discouraged de- 
velopment, and I might also say that by limiting it to 15 States 
there are networks that cross State lines, and that would also be 
disruptive, it would disrupt your normal care delivery network and 
so that would further discouraige other managed care insurers from 
going into this product. 

Chairman 'Thomas. If someone were to say from your position as 
an insurance commissioner or even someone who understands the 
business that maybe we will allow Medicare Select to continue but 
only for another 6 months, only in the 15 States that we had estab- 
lished it, and you can’t really go out and aggressively enroll new 
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folks, what are they trying to tell you where they want the pro- 
gram to go with that kind of a message? 

Mr. Pomeroy. That isn’t a helpful signal to the market. You 
know what, on the other hand, that extension might be necessary 
if we are really going to do a good job of figuring out how we can 
improve this, and before we apply it to the 50 States I don’t take 
exception to the notion that nothing is perfect. 

Maybe we can make this better, but what frustrates me is, this 
didn’t just happen. I was a cosponsor of the bill last session, I 
didn’t have a visit with HCFA about this matter until Monday. I 
mean, where have we been? 

We didn’t have to get so close to time running out to roll up our 
sleeves and get serious about trying to improve it. Now I want to 
improve it if it can be improved. I want even more incentives for 
managed care if we can put them in here safely. 

I am frustrated, frankly, that our options are a short extension 
versus the prospect of improving it, but, Mr. Chairman, in that 
context I might go for the short extension if there were likely im- 
provements that would work, if a prima facie case was made that 
there were improvements that we probably could implement, we 
just needed a little more time to look at. 

Chairman Thomas. Thank you ve^ much for your testimony. I 
look forward to your continued participation with us in trying to 
reshape the program. 

Thank you very much. 

Our next witness will be Bruce Vladeck, Administrator, Health 
Care Financing Administration. 

As you sit down, I will just tell you that this Chairman and par- 
ticularly the members on our side of the aisle are anxious for your 
testimony because earlier this week in full committee we had both 
the Secretary of the Treasury, Mr. Simon, and the Health and 
Human Services Secretary, Mrs. Shalala, as we discussed the 
President’s overall budget, and the key points I think that were 
made in the 

Mr. McDermott. If the gentleman will yield, the Secretary of 
the Treasury is not Simon, I think it is Rubin. 

Chairman 'Thomas. I apologize. 'Thank you very much. 

Mr. McDermott. That is einother administration. 

Chairman 'Thomas. Coming out of my time warp. I didn’t like 
what he had to say, either. 

Mr. McDermott. I am listening to you. 

Chairman 'Thomas. Secreta^ of the Treasury Rubin in present- 
ing the President’s budget indicated there were no significant Med- 
icare cuts, and obviously in the previous budget $124 billion had 
been slated for reduction to be spent in reforming the health care 
structure, but also there were no programmatic changes either, and 
so I am looking forward to your testimony because both Secretary 
Rubin and Secretary Shalala said that the President’s commitment 
is a hand reaching out in partnership to shape these programs, al- 
though it isn’t on paper there was a clear indication there was a 
willingness to work together to make changes, and my assumption 
as an administrator in the very particular area of this administra- 
tion that you are going to present us with that hand reaching out 
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in terms of this new partnership, and I will listen to your testi- 
mony in that light. 

The gentleman may proceed in any way he sees fit. Obviously his 
written statement will be made a part of the record, without objec- 
tion. 

STATEMENT OF HON. BRUCE C. VLADECK, ADMDHSTRATOR, 
HEALTH CARE FINANCING ADMINISTRATION 

Mr. Vladeck. Thank you very much, Mr. Chairman. I appreciate 
the opportunity to put the full statement on the record. 

I am very pleased to be here today to begin the dialog, Mr. 
ChEiirman, to which you just referred about the current state of the 
Medicare program, and, more importantly, about its future. 

More than any Members of this Congress, the members of this 
subcommittee have long had an understanding of the complexities 
of the Medicare program and the vulnerable populations that we 
serve, and have contributed over the years to major improvements 
in the program. 

Medicare is a popular and a successful program. I believe we 
need to work together to build on its successes and to strenrthen 
it for its beneficiaries and for the taxpayers who are its mture 
beneficiaries. Together we can improve and expand choices for 
Medicare beneficiaries without substantially damaging the pro- 
gram. 

We in HCFA have been working very hard to make Medicare an 
effective, affordable, and customer-friendly program for bene- 
ficiaries. At the same time we have been working to implement ad- 
ministrative and program improvements that maximize the effi- 
ciency and cost-effectiveness of the proCTam. 

While my written testimony includes more details, I want to 
begin by reviewing some of our recent efforts and successes, and 
then provide you with an overview of our efforts in the area of 
managed care. 

Finally, I would like to discuss some of our other initiatives to 
improve the administration of the Medicare program. As the 
world’s largest health insurance program. Medicare is by many 
measures one of the most successful. It is, as you know, adminis- 
tered through a veiy special kind of public-private partnership in 
which direct administration of the program is carried out by pri- 
vate contractors under our supervision. 

Last year almost 36 million persons were served bv the Medicare 
program, and over 750 million claims were processed. Payments to- 
taled almost $160 billion. Even so, those payments accounted for 
slightly less than half of the health care expenses of elderly bene- 
ficiaries. 

Yet, contrary to recent public discussions, it is important to em- 
phasize who our beneficiaries are and that relatively few of them 
can be considered financially well off. I call your attention to chart 
1, which is on the easel. I don’t know how Sandy got all of the au- 
dience out of the way to see that. Copies of these charts are in my 
written statement as well. 

As you can see, in 1992 approximately 83 percent of our program 
pending was on behalf of those with incomes less than $25,000. 
'me elderly population is slightly more affluent than the Medicare 
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beneficiary population, and there is a very strong correlation, an 
inverse correlation, between the income of beneficiaries and their 
use of health services that needs to be taken into account as we 
consider changes in the pr<^am. 

Currently, if I can refer to the second chart, 20 percent of our 
beneficiaries are either 85 years old and older or persons with dis- 
abilities, including end-stage renal disease. These two subparts of 
the Medicare beneficiary population are by far the fastest growing 
parts of the population. 

I would submit to you that we have very little evidence on how 
to optimally take care of the old-old and disabled under any sys- 
tems of care. One of the major challenges we face going forward in 
the Medicare program is developing better models to more effec- 
tively provide appropriate clinical services to those populations. 

I urge you to think about these basic facts as you examine the 
future of Medicare. Millions of elderly and disabled Americans now 
have not only health care coverage but a quality of life they would 
otherwise lack because of Medicare. 

Despite the size of the program, we have maintained a very high 
level of consumer satisfaction while keeping administrative costs at 
less than 2 percent of Medicare outlays. 

In contrast, as you know from all the health care reform discus- 
sions last year and the year before, in the small group private in- 
surance market, administrative expenses can run as high as 25 
percent and in the most efficient parts of the private large group 
market they tend to be approximately 5 percent. 

One of the reasons we have been able to keep our administrative 
costs down is because we have the most sophisticated electronic 
provider communication network of any large insurer in the United 
States. Ninety percent of our hospital and skilled nursing facility 
claims are submitted electronically; two-thirds of our physician 
claims are submitted electronically. As seen in the third chart, we 
measure up very favorably when compared to private insurers. 

We have also focused on reducing the paperwork burden by col- 
laborating with the health care community to develop uniform na- 
tional claims forms for physicians and for all other facilities. This 
is now the only claims form that we require from those providers. 

Many private insurers use this form but also require significant 
additional documentation as part of the billing process. During the 
Clinton administration, the average rate of growth for Medicare 
has decreased significantly. 

As you know, the President’s budget for fiscal year 1996 projects 
a 9-percent annual average rate of growth for the 1996-2000 pe- 
riod. That number is down from the midsession review by more 
than 1 percent per year. 

This decline is largely attributable to decreases in part A expend- 
itures, resulting from decreases in inflation in the economy as a 
whole, and particularly in hospital cost inflation, as well as a de- 
crease in the case mix complexity of inpatient cases. 

As noted by Chairman Thomas, further discussions on reform 
and innovation in the Medicare program must include discussions 
of managed care. We are committed to working with you to im- 
prove and extend the managed care choices available to our bene- 
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ficiaries so that they have the full range of managed care options 
that are available to the privately insured population. 

The cornerstone of our policy is informed choice in a fair market- 
place where beneficiaries have full and objective information and 
are not discriminated against on the basis of relative need. Cur- 
rently 74 percent of Medicare beneficiaries have access to a man- 
aged care plan — that is to say, they live in a county in which we 
have a contract with one or more managed care entities — and 9 
percent of Medicare beneficiaries have chosen to enroll in a man- 
aged care option. Eleven counties have 40 percent or more of our 
beneficiaries enrolled in managed care, and more than 80 counties 
have Medicare managed care enrollment levels that are 20 percent 
or higher. 

The year 1994 was one of particularly strong growth in Medicare 
managed care. We experienced double-digit increases both in plan 
enrollment and in the number of plans participating in the pro- 
CTam. More than 50 percent of our new risk contracts are in areas 
that previously had four or fewer plans, and we now have five 
States in which we have risk contracts where in previous years we 
had none, including Connecticut, New Hampshire, Delaware, Ala- 
bama, and Louisiana. 

The total number of plans with which we contract increased 
slightly more than 20 percent last year alone. However, as we work 
to extend and broaden managed care opportunities for Medicare 
beneficiaries, we must be aware both of the practical limitations of 
a rapid expansion of managed care in Medicare and of past failures 
from overly aggressive efforts in both the Medicare and Medicaid 
proCTams. 

The movement to managed care cannot outpace the capacity of 
plans to serve large numbers of new enrollees, especially enrollees 
with the expensive and special health needs seen in the Medicare 
population. 

In addition, for Medicare to benefit from the expansion of man- 
aged care, we need to improve the way we pay managed care plans. 

Currently, the expansion of managed care is costing the Medicare 
program money rather than achieving savings. Our evaluation sug- 
gests that Medicare pays almost 6 percent more for every enrollee 
in managed care than we would have paid if the beneficiary had 
stayed in fee-for-service Medicare. This is because managed care 
tends to attract healthier members of our population whose costs 
are significantly lower than average. 

We are doing a lot of work to improve the payment methodology 
so that it doesn’t deter us from expanding managed care. We have 
a number of research projects and demonstrations underway to ad- 
dress the situation and we would be glad to describe them to you 
or your staff in greater detail. We hope by the end of this calendar 
year to have some significant results. 

Again, our position is that the emphasis must be on choice. Medi- 
care beneficiaries themselves should determine the pace of the 
Medicare movement to maneiged care. Managed care will succeed 
only to the extent that plans are able to prove the value of their 
products to the beneficiaries, and as beneficiaries recognize the 
benefits of coordination of care and case management that high 
quality managed care plans do provide. 
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In addition to our efforts to improve current managed care op- 
tions under Medicare, we want to make available to beneficiaries 
a new PPO option, preferred provider organization, similar to what 
is increasingly the most popular form of plan in general insurance 
markets and similar to the most popular plan in the Federal em- 
ployees health benefits program — indeed, the one in which I am 
personally enrolled. 

Under this option, we would like beneficiaries to be able to 
choose to go to any physician at any time, but with differential cost 
sharing depending on whether they are in- or out-of-network. In 
developing a PPO option for Medicare, we think we can learn a lot 
from our experience with Medicare Select. 

As you know. Medicare Select was designed to create a hybrid of 
managed care and Medigap that would benefit both beneficiaries 
and Medicare. However, our preliminary evaluation shows that 
while premiums for beneficiaries have been reduced, Medicare does 
not share in savings. 

The basic problem, as reported in our evaluation, is that Medi- 
care Select plans have limited incentives to manage total costs. 
Savings from beneficiaries are generally the result of hospital dis- 
counting arrangements rather than the act of managing care or the 
efficiency of particular networks. 

As a result, this option does not approve the efficiency of the 
Medicare program, and beneficiaries do not receive benefits from 
coordinated care. In fact, if proposals to expand Select discounting 
to part B services were enacted. Medicare costs, according to our 
preliminary discussions both with CBO and our own actuaries, 
would actually increase as physicians increased volume to recoup 
revenues lost from discoxmts. 

We are also concerned about the adequacy and scope of bene- 
ficiary protection standards in the current Select program. We feel 
very strongly that beneficiaries should not have to worry about the 
quality or access provisions of any choice they make under the 
Medicare program, and we look forward to working with you on 
this issue. We also hope to be able to work with you on developing 
the PPO option in the months ahead. 

In that context, we may wish to consider another extension of the 
Select demonstration. This would alleviate uncertainty for existing 
plans as we try to work toward a longer term strategy and allow 
time to make appropriate changes based on the final evaluation of 
the demonstration experience, which is expected at the end of this 
calendar year. 

As we work together to extend the managed care options avail- 
able to Medicare beneficiaries, we need to do a much better job 
educating beneficiaries about the managed care and Medigap 
choices that are available. The current lack of information in the 
face of such a variety of choices generates confusion that works 
agmnst choosing managed care. To understand their choices, bene- 
ficiaries need to negotiate through differences in benefit packages, 
cost sharing structures, and premium amounts. 

In addition, they are faced with enrollment periods that vary by 
plans, and in the case of Medigap, with health screening and un- 
derwriting. Beneficiaries who initially enroll in a managed care 
plan lose their one-time eligibility for open enrollment in Medigap. 
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We would like to do everything possible to permit managed care 
options to compete fairly for beneficiaries in a fair market. 

As I mentioned earlier, there has been a lot of concern about the 
payment methodolo^ for Medicare risk contractors. Very shortly 
after I became Administrator of HCFA, we invited the industry to 
propose alternatives to our current methodology. We have no earth 
shattering results to report from that activity. 

One concept that has recently received widespread support and 
attention from industry, academia, and commercial payers more 
lately is that of competitive bidding. Proponents of competitive pric- 
ing models claim that the approach will result in payments that 
more accurately reflect the true cost of doing business, in addition 
to promoting efficiency through greater competition among health 
plans. 

We think this is a promising idea. We have begun exploring it, 
and we would like to test variants of it as demonstrations in sev- 
eral geographic areas. 

However, in order for these demonstrations to be useful, we be- 
lieve that competitive bidding should become the payment meth- 
odology for all Medicare managed care plans in the demonstration 
areas, and we would be interested in working with the subcommit- 
tee on the structure of such a demonstration. 

Managed care options, while of growing importance to the admin- 
istration of Medicare, are not the whole story. We are also actively 
working to improve management throughout the program, and to 
continue to make innovations in the fee-for-service proCTam, which 
we expect, regardless of the rate of growth of managed care, to be 
with us for well into the future. 

Under the leadership of President Clinton, Vice President Gore, 
and Secretary Shalala, we at HCFA have focused our efforts on 
making sure that our nearly 70 million Medicare and Medicaid 
beneficiaries receive the health care they need when they need it. 
This means refocusing all our activities around beneficiaries and 
beneficiary service. 

We have undergone significant internal and external change to 
insure that a customer-first philosophy becomes reality. We are 
working with our customers to make our publications and notices 
easier to understand; we are simplifying Medicare claims adminis- 
trations so the claims determination will be more consistent from 
one part of the country to another; and we are measuring and im- 
proving customer satisfaction on a regular basis through the use of 
surveys, focus groups, and meetings. 

At the same time, we have been working very closely with the 
Inspector General’s Office in the Department of Health and Human 
Services, and with the Department of Justice, to redouble our ef- 
forts to deter, detect and pursue fraud and abuse against the Medi- 
care program, which, given the particular vulnerability of our bene- 
ficiaries, has effects not only on our outlays but also on the health 
of the people we serve. 

We are also looking very hard at integrating delivery systems be- 
yond the parameters normally found in existing managed care ar- 
rangements. In particular, we are looking at all the long-term care 
services provided through both Medicare and Medicaid to find ways 
that they can be better coordinated with one another and with the 
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acute care system. In particular, we are focusing on the home 
health care programs, which, as you know, have been growing with 
particular rapidity in recent years. 

In conclusion, for 30 years Medicare has been insuring the Na- 
tion’s elderly and disabled. We know from our focus groups, and I 
think you all know from your interactions with your constituents, 
that beneficiaries feel a certain ownership of the program. That 
feeling is justified. Through their payroll contributions and those of 
their employers during their working lives and through their own 
premium payments, beneficiaries contribute roughly 70 percent of 
their insurance costs. 

We want to work with you to make responsible decisions in plan- 
ning the next steps for the future of the Medicare program. We do 
look forward to working with the subcommittee to improve and ex- 
pand choices available to beneficiaries while protecting quality, ac- 
cess, and value. 

Thank you very much. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF BRUCE VLADECK 
HEALTH CARE FINANCING ADMINISTRATION 

Mr. Chairman and Members of the Subcommittee 

I am pleased to be here today to begin a dialogue with this Subcommittee 
about the current state of the Medicare program and, more importantly, about its 
future. More than any other members of this Congress, the members of this 
subcommittee have long had an understanding of the complexities of the Medicare 
program and the vulnerable population that we serve, and have contributed to major 
improvements in the program over the years. Medicare is a popular and successful 
program. I believe we need to work together to improve on the program’s success 
and strengthen it for its beneficiaries and the taxpayers who support it. 

We in HCFA have been working very hard to make the Medicare program an 
effective, affordable and "customer friendly" program for beneficiaries. At the same 
time, we have been working to implement administrative and program improvements 
which maximize the efficiency and cost effectiveness of the program. I want to begin 
by reviewing some of our recent efforts and successes and then provide you with an 
overview of our efforts in the area of managed care. Finally, I would like to discuss 
some of our initiatives to improve the administration of the Medicare program. 

I. SUCCESSES 

Medicare is the world’s largest health insurance program and by many 
measures one of the most successful. It began in 1966 as a Federal health insurance 
program for the elderly and was expanded in 1972 to cover disabled persons and 
those with End Stage Renal Disease (ESRD). The Medicare program was established 
because our vulnerable populations had difficulty obtaining private health insurance 
coverage. 

Medicare is administered largely by private contractors under our supervision. 

In 1994, Medicare served almost 36 million persons under Parts A and B of the 
program. Aged Medicare beneficiaries number 32 million, 3.6 million are disabled 
and 77,000 have ESRD. Medicare has agreements with over 65 contractors to 
process beneficiary claims. In FY 1994, over 750 million claims were processed and 
Medicare paid more than $159 billion for medical services, treatment and equipment. 


Today, we maintain Medicare's commitment to serve the most vulnerable. 
Medicare is the largest payor of the elderly's health care expenses. As the 
Subcommittee examines the future of the Medicare program, I would urge you to 
consider the following important facts about Medicare beneficiaries. 

o Relatively few Medicare beneficiaries can be considered financially well-off. 

Approximately 83 percent of program spending in 1 992 was on behalf of those 
with incomes less than $25,000. (CHART 1) 

o Currently, 20 percent of our beneficiaries are either seniors age 85 and older, 
most of whom are women, or persons with disabilities including End Stage 
Renal Disease (CHART 2). 

o Third, per capita health care spending for aged beneficiaries is 4 times the 
average for the under 65 population. 

Medicare is successfully fulfilling its mission and beneficiaries continue to express 
a high degree of satisfaction with the program. Millions of elderly and disabled 
Americans now have health care coverage and a quality of life that they would 
otherwise lack, thanks to the Medicare program. 
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innovative Program Administration 

Despite the size of the Medicare program, we have maintained a high level of 
consumer satisfaction with low administrative costs, less than two percent of program 
outlays. In contrast, private insurance administrative expenses are about 25 percent 
in the small group market and about five percent in the large group market. 

Medicare has been a pioneer in streamlining program administration and is a 
world leader in fostering electronic claims submission: Ninety percent of Medicare’s 
hospital and skilled nursing facility claims and 67 percent of its physician claims are 
submitted electronically. In contrast, 60 percent of Blue Cross' hospital claims and 
20 percent of its physician claims are electronically submitted. For commercial 
carriers, the percentage is 1 0 percent for all claims. (CHART 3) 

We have focused attention on reducing the paperwork burden on health care 
providers, working closely with the health care community to establish a standard 
uniform national Medicare claim form for physicians and another for hospitals, Skilled 
Nursing Facilities (SNFs) and Home Health Agencies (HHAs). Many other insurers 
use these forms, but attach additional forms as well. These, however, are the only 
hospital and physician claim forms that Medicare requires. 

Decline in the Medicare Baseline 

During the Clinton Administration, the projections for the average annual rate 
of growth for Medicare have decreased. In the President’s FY 96 Budget, the 
projected annual average rate of growth for 1996 - 2000 is 9.1 percent. In contrast, 
six months ago in the Mid-Session Review, the projected annual average rate of 
growth for the same period was 10.3 percent. The primary contribution to lower 
Medicare projections is slower growth in Part A Hospital Insurance expenditures. The 
decline in projected Pan A growth results primarily from a decrease in forecasted 
hospital cost inflation and slower growth in the complexity of Medicare inpatient 
cases. 

II. MANAGED CARE AND THE MEDICARE PROGRAM 

Today, any discussion of the quest to enhance cost effectiveness, as well as the 
accessibility of quality medical care for beneficiaries, must include managed care. 

We are committed to working with you to improve and extend the managed care 
choices available to our beneficiaries so that they have the full range of managed 
care options available to the general insured population. The cornerstone of our 
policy is Informed choice in a fair marketplace, in which beneficiaries have full and 
objective information and are not discriminated against on the basis of relative need. 

Managed care is not a new concept for the Medicare program. Since its 
inception in 1 966, a portion of Medicare beneficiaries have received care through 
managed care arrangements. Enrollment is increasing, and we anticipate continued 
strong growth as newly entitled beneficiaries, who are more familiar with managed 
care, enter the Medicare program. 

Currently, 74 percent of Medicare beneficiaries have access to a managed 
care plan and 9 percent of Medicare beneficiaries have chosen to enroll in a 
managed care option. 1994 was a year of impressive growth in Medicare managed 
care, we experienced double digit increases both in plan enrollment and the number 
of plans participating in the program. Plan enrollment increased by 16 percent. We 
now have 1 1 counties where 40 percent or more of our beneficiaries are enrolled in 
managed care, an additional 30 counties with enrollment between 30 and 40 percent, 
and more than 44 counties with enrollment between 20 and 30 percent. 
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More important for future enrollment growth is the number of contracts with 
managed care plans. In 1994, the number of our Medicare managed care plans 
increased by 20 percent. Many of these new contracts are in regions beyond those 
that traditionally have had a strong Medicare managed care presence. In our 
Philadelphia region, the number of contracts increased from 6 to 16 and in the 
Boston region contracts increased from 4 to 9. 

As we work to extend and broaden managed care options for Medicare 
beneficiaries, we must be aware both of the practical limitations of a rapid expansion 
of managed care in Medicare and of past failures of overly aggressive efforts in both 
the Medicare and Medicaid programs. The movement to managed care cannot 
outpace the capacity of managed care plans to serve large numbers of new 
enrollees, particularly those with the expensive and special health needs of the 
Medicare population. 

In addition, for Medicare to benefit from the expansion of managed care, we 
need to improve the way Medicare pays managed care plans. Managed care 
currently costs the Medicare program rather than achieving savings. Our evaluations 
have suggested that Medicare pays 5.7 percent more for every enrollee in managed 
care than would have been paid if the beneficiary had stayed in fee-for-service. The 
reason for this is that they attract the healthier members of the Medicare population 
whose health care costs are lower. Efforts are underway to improve the current 
payment methodology so it doesn’t act as a barrier to the expansion of managed 
care. We have initiated several research projects and demonstrations to address this 
situation and we expect to have preliminary results later this year. 

Medicare beneficiaries themselves must determine the pace of their movement 
to managed care. The emphasis must be on choice . Managed care will succeed as 
managed care plans are able to prove the value of their products and as beneficiaries 
recognize the benefit of the coordination of care and case management that high 
quality managed care plans can provide. 

New Managed Care Options 

In addition to our efforts to improve current managed care options under 
Medicare, we want to make available to beneficiaries a new preferred provider 
organization (PPO) option. This option has proven to be very popular in the 
commercial market, and many of us have access to PPOs. We believe that Medicare 
beneficiaries should have the same range of choices. Under the PPO option, our 
objective would be to allow beneficiaries to choose to go to any physician at any 
time, subject to higher cost-sharing. 

In developing a PPO option for Medicare, we hope to learn from our 
experience with the Medicare SELECT demonstration. As you know, Medicare 
SELECT was designed to create a hybrid of managed care and Medigap that it was 
hoped would be beneficial both to beneficiaries and to Medicare. However, our 
experience under the demonstration has been that while premiums for traditional 
Medigap benefits are reduced. Medicare does not share in the savings. 

The reason for this apparent anomaly is that the lower Medigap premiums in 
Medicare SELECT plans are generally the result of hospital discounting arrangements 
rather than the active management of care or the efficiency of the SELECT networks. 
The basic problem with Medicare SELECT is that there are limited incentives for plans 
to manage the total costs. As a result. Medicare does not participate in any savings, 
and beneficiaries do not receive the benefits of coordinated care that they would 
receive in efficient networks. In fact, if proposals to expand SELECT discounting to 
Part B services are enacted. Medicare costs would actually increase, as physicians 
increase utilization to recoup their discounts. 

A second issue with Medicare SELECT deals with the adequacy of beneficiary 
protection. We feel strongly that beneficiaries should not have to worry about the 
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quality and access provisions of their Medicare choices. We look forward to working 
with the Subcommittee on this important issue. 

We also hope to be able to work with the Subcommittee on the PPO option in 
the months ahead. In addition, given the impending deadline for expiration of the 
SELECT authority and the need to examine the demonstration experience before the 
program is expanded to all states. Congress may wish to consider a 6 month 
extension of the demonstration for existing plans. This would alleviate the uncertainty 
for existing plans, and provide time to make appropriate changes to SELECT based 
on demonstration experience. 

Beneficiary Education 

We need to do a better job of informing beneficiaries about the managed care 
and Medigap choices that are available. The current lack of information in the face of 
such a variety of choices generates confusion which works against managed care 
options. To understand their choices, beneficiaries have to negotiate through 
differences in benefit packages, cost-sharing structures and premium amounts. 
Beyond this need for information, beneficiaries are also be faced with enrollment 
periods that vary by plan and, in the case of Medigap. with health screening and 
underwriting. Beneficiaries who initially enroll in a managed care plan lose their one 
time option for open enrollment in Medigap, 

We would like to do everything possible to make managed care options very 
attractive to beneficiaries. We think we can do a better job of helping them to 
understand the advantages of these plans. 

Quality and Managed Care 

Today, managed care organizations providing services to Medicare and Medicaid 
beneficiaries are required to have internal quality assessment and improvement 
programs to identify ways to improve the delivery of health care services and the 
health care itself. We also require independent external review of quality of care 
delivered to our beneficiaries. 

HCFA is working in collaboration with the industry on a long term effort of 
developing a single set of measures that could be used by all payors to address the 
full range of a health plan's membership and performance. 

The first phase of this effort centers on major performance measurement projects 
underway in both Medicare and Medicaid. These are designed to help us develop 
measures that are focused on the special needs of our diverse populations. 

In Medicaid, we are working collaboratively with National Committee for Quality 
Assurance (NCQA), State Medicaid agencies, consumer advocates and managed 
care organizations to adapt the commercial sector’s state-of-the-art performance 
measurement tool HEDIS (Health Plan Employer Data and Information Set) to the 
needs of the Medicaid program. 

We chose HEDIS as the template for our Medicaid effort for several reasons: 

o HEDIS is viewed by most of the leading state managed care programs as the 
appropriate model for Medicaid. Some states are already adopting HEDIS. 

We feel it is important to provide some national leadership. 

o We want to coordinate with the private sector and take advantage of the 
significant analytical groundwork already produced by NCQA, so as to 
minimize potential reporting burdens on our managed care plans, many of 
which are adopting HEDIS. 

In Medicare, we are beginning to pilot test a new, performance based approach 
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to Peer Review Organization (PRO) review of HMOs developed under contract with 
the Delmarva Foundation. These measures reflect the special health needs of an 
elderly and disabled population, for example, in management of chronic conditions. 
These measures will them be considered in conjunction with the broader HEDIS 
effort. 

Payment/Competitive Bidding 

As I discussed above, concerns about the payment methodology for risk 
contractors has been long standing. Currently, we determine rates on a yearly basis, 
and plans decide whether or not to enter into a contract each year based on the 
rates. These rates, called the Adjusted Average Per Capita Cost (AAPCC), are 
developed for each county and are based on fee-for-service costs in the area. 

County rates are then adjusted for age, sex, institutional and Medicaid status; no 
adjustment is made tor health status per se. Plans have been concerned with the 
adequacy, stability and equity of the AAPCC. Early on, when I became Administrator 
of HCFA, I invited the industry to come up with alternatives to the AAPCC. We still 
have no significant’ alternatives. 

One concept that has recently received widespread support and attention from 
industry, academia and commercial payers is that of “competitive bidding." 

Proponents of competitive pricing models claim that the methodology will result in 
payments that more accurately reflect the true costs of doing business, in addition to 
promoting efficiency through greater competition among health plans. 

We think that this is a promising idea, and we would like to test variants of it as 
demonstrations in a number of geographic areas. In order for the demonstrations to 
be useful, we believe that competitive bidding should become the payment 
methodology for all Medicare managed care plans in the demonstration areas. As 
always, beneficiaries will still have the ability to choose to enroll in managed care 
plans or remain in fee-for-service. We would be interested in working with the 
Subcommittee on the structure of a competitive bidding demonstration, 

ill. IMPROVED PROGRAM MANAGEMENT 

Managed care options while of growing importance to the administration of the 
Medicare program are not the whole story. We are actively working to improve 
management throughout the program and to make continued innovations in the fee- 
for-service program. 

Customer Service Initiatives 

Under the leadership of President Clinton, Vice President Gore and Secretary 
Shaiala, we at HCFA have focused our efforts on making sure that our neariy 70 
miilion beneficiaries (Medicare and Medicaid) receive the health care they need when 
they need it. This means that beneficiaries come first in all that we do. HCFA has 
undergone significant internal and external changes to insure that the "customer first" 
philosophy becomes a reality. Throughout the agency, we are working to improve 
communications with beneficiaries - whether it be one-on-one in person, on-line 
through the computer, over the telephone, through our numerous publications or 
through the media. 

The nature of the Medicare program is such that there are numerous other 
people and organizations that have closer contact with beneficiaries than HCFA. 

They are also our customers and our partners in providing health care services - 
providers such as hospitals, nursing homes, home health agencies, physicians and 
medical suppliers; contractors (carriers and intermediaries) that process and pay 
Medicare claims; and, Peer Review Organizations that assure the quality of health 
care services. 

We have developed a set of customer service standards that apply to our 
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interactions with beneficiaries and our partners. These standards apply to all of our 
communications, claims processing activities, customer satisfaction, consumer 
choice, health care quality and program administration. For example, we are working 
with our customers to make our publications and notices easier to understand. We 
are simplifying Medicare claims administration so that claims determinations will be 
more consistent. We are placing a premium on measuring and improving customer 
satisfaction through the use of surveys, focus groups and meetings. 

We also believe that the need for integrating delivery systems will become 
more and more critical as our population becomes increasingly diverse and older 
with more chrohic care needs. In order to meet these needs, it is clear that HCFA 
must maintain a collaborative relationship with its partners in the provider community 
and assist them to improve their focus on customer service. Several such initiatives 
are already underway. HCFA is examining all of the long-term care services provided 
by both Medicare and Medicaid and is considering ways that these services can be 
better coordinated with one another and with the acute care system. A similar review 
of home health care programs has also been undertaken. 

Fraud and Abuse 

Starting at the Office of the Administrator and at every level of HCFA, we have 
expanded and strengthened our efforts to root out fraud and abuse against Medicare 
and Medicaid and to vigorously pursue those who commit such illegal activities. We 
operate in a partnership, not only with the Department's Office of the Inspector 
General, but with the Department of Justice, including the FBI, state and local law 
enforcement agencies, and our contractors. Further, HCFA is increasingly exercising 
its authority to suspend payments to providers and suppliers when evidence of fraud 
exists. 


In addition, HCFA is reviewing and changing programs and policies that have 
been found most vulnerable to abuse. For example, in order to better monitor fraud 
and abuse related to durable medical equipment (DME), HCFA has changed the 
procedures for claims processing. Four carriers are now responsible for DME claims 
processing rather than the previous 33 carriers, a system which provided DME 
suppliers opportunities to submit claims to the carrier whose payment policy was 
most liberal. The new system of using four regional carriers reduces the chance for 
fraudulent billing because suppliers must submit claims to the carrier in the region 
where the beneficiary resides. 

The use of more sophisticated data processing systems, such as the MTS 
system, that I discussed earlier, further increases the chances of detecting aberrant 
patterns that might indicate abusive behavior. The MTS system will greatly improve 
HCFA's ability to screen Medicare claims for errors and fraud, 

IV. CONCLUSION 

For thirty years. Medicare has been insuring the nation's elderly and disabled. 
We know from our focus groups, and I think you are all aware from interactions with 
your constituents, that beneficiaries feel a certain ownership of the program. This 
feeling is justified. Through their payroll contributions and those of their employers, 
during their working lives, and through their own premium payments, beneficiaries in 
fact contribute 70 percent of their insurance costs. We want to work with you to 
make responsible decisions in planning the next steps for the future of the Medicare 
program. We look forward to working with this Subcommittee as we expand choices 
available to beneficiaries without compromising quality, access or value. 
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Chairman Thomas. Thank you very much, Mr. Vladeck. 

Does the gentlewoman from Connecticut wish to inquire? 

Mrs. Johnson. Thank you very much, Mr. Chairman. 

I welcome you to this hearing, Mr. Vladeck. I will have to say 
I am stunned by your testimony and disappointed by your com- 
ments. Some weeks ago you came to visit me in my oflSce to talk 
about this matter. This bill passed many months ago; it was only 
a 6-month extension. You know as well as I know that it has to 
be done in 4 months or the products will be off the market. We can- 
not pass a bill at the end of the 6 months, the last day of the 6 
months, and expect the market to be there. 

There are 400,000 American seniors who have chosen this option. 
There must have been a reason. They were not compelled. As you 
said in your own testimony, managed care is going to succeed or 
fail in the senior population dependfing on their choice, and if they 
think it offers them something and they like it. Now 400,000 sen- 
iors have chosen Medicare Select. 

We have now very few months of the 6 months’ period left. We 
have maybe 1 month left to get this through so the products don’t 
go off the market. You came to see me in my office to talk about 
this, and I appreciated that courtesy and I told you that at the 
time. Thereafter I wrote you a short letter saying I appreciated 
your visit, we must get down to the specifics, what is it you don’t 
like, what would you like changed in the legislation, what are your 
concerns specifically, let’s get to it. Thereafter, your staff called me 
and asked what questions I would like to have you answer. 

Well, you have talked about your work in the Medicare program. 
It is a very big program, it is a powerful program, it is one of the 
most important benefits to American seniors, and nobody knows 
that better or cares more about it than the members on this com- 
mittee, regardless of party, and I am pleased that you are making 
some progress. But I am very interested that the charts you used 
to talk to us about Medicare are 1992 data. This is 1995. Anyone 
involved in health care knows how rapidly the market is moving. 
Anyone involved in health care knows that health care costs are 
being contained in managed care and consumers are liking it be- 
cause they are continixing to choose it and show positive responses 
on polls. 

Now, that is not to say there are no problems, and in my office 
I agreed with you that there are problems, and we must look at 
those, but you did not do that today, and if you are going to be part 
of this dialog, buckle down, get your staff focused, and let’s do it. 
Now you said in your testimony that Medicare Select will increase 
costs to Medicare. 

Now, I want you to define for me to what extent is that the re- 
sult of our failure to deal with things like the AAPCC and other 
structural problems in the way we price in Medicare and the way 
we contract with the private sector. Contracting is not new, I agree 
with you, contracting could be a good answer, why aren’t we out 
there? Why have we let 3 months pass? Why aren’t we going to try 
that in Medicare Select? I hope your people will stay because we 
are going to have excellent testimony that Medicare Select offers 
seniors more access to prescription drugs, offers seniors some ac- 
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cess to dental and vision care. They aren’t buying it because they 
are being forced to. They are buying it because it is a good bargain. 

Mr. Sdiaeffer later on will provide us with real data that shows 
the use of in-network providers under the Medicare Select program 
in California saves the government money, specifically medical 
services per admission for network providers was 20 percent lower 
than for nonnetwork providers, and the average length of stay for 
network providers was 50 percent lower than for nonnetwork pro- 
viders. 

Now, does HCFA have different fibres on this matter? Do you 
have any contemporary figures on this matter? What is your com- 
ment on California’s experience, and how does it relate to your 
broad-brush comment that Medicare Select is increasing Medicare’s 
costs? 

Mr. Vladeck. Mrs. Johnson, let me say that we don’t believe 
Medicare Select at the moment is increasing Medicare costs in gen- 
eral. All we know for sure is that, as far as we can tell, it is not 
decreasing our costs. My comment about increasing costs was a 
concern about extending Medicare Select discounting to part B 
services without some assurance that there were real networks out 
there 

Mrs. Johnson. The bill doesn’t do that. 

Mr. Vladeck. I understand that, and I didn’t claim that the bill 
did. 

Mrs. Johnson. So you are not claiming that the bill as written 
and before us will increase Medicare’s costs? 

Mr. Vladeck. No, we are not, Mrs. Johnson. 

Mrs. Johnson. Now comment on California. 

Mr. Vladeck. In regard to Mr. Schaeffer’s plan, as I understand 
it, the Medicare Select plan that is offered by Blue Cross of Califor- 
nia builds on an existing provider network that is exactly what we 
are tiying to get in terms of real managed care and effective man- 
aged care choices. 

Mrs. Johnson. Absolutely, Mr. Vladeck. I would remind you that 
Federal regulations require that Medicare Select provide a network 
that is sufficient to provide access to all the services for the pro- 
vider, so what is going on in California in that regard is not 
unique, it is federally mandated. 

Mr. Vladeck. I don’t think that is entirely true, Mrs. Johnson. 
If you look at the RTI study, you will find that they found that the 
majority of Medicare Select plans during their preliminary evalua- 
tion did not have extensive networks outside of hospitals and that 
most of the hospital networks, as Mr. Pomeroy suggested from the 
experience in North Dakota, were comprised of essentially all of the 
hospitals in the State without the kind of real management of both 
utilization and care that Mr. Schaeffer’s plan provides. 

So our question is how to get more of the kind of benefits that 
are provided in the Select plans that meet the initial expectations 
people had for Select. 

Mrs. Johnson. My time has expired, but you will note that Mr. 
Pomeroy also mentioned that Medicare Select plans are not allowed 
to include physicians, so, of course, they primarily include hos- 
pitals. It is the network itself that includes physicians that you 
draw them into. 
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My time has expired. I will remain and perhaps have another 
chance for questioning later on. 

Chairman Thomas. Mr. Ensign will inquire. 

Mr. Ensign. Thank you, Mr. Chairman. 

Can you tell me, with the HI Trust Fund on its way to bank- 
rupts just after the turn of the century why the administration 
has chosen not to include this fact in its current budget and how 
the administration can tell us that they are concerned about the 
most vulnerable when they have blatantly ignored solutions to this 
problem? 

Mr. Vladeck. I think there are appropriate places for discussions 
of appropriate issues. The trustees of the Hospital Insurance Trust 
Fund and the SMI fund owe a report to the Congress on April 1 
of this year, which I expect will be before you are done with your 
budgetary deliberations for the next fiscal year. 

We will obviously address both the short- and long-term solvency 
issues associated with the fund at that time, and we will be happy, 
once that report is out to discuss the recommendations in more de- 
tail. To do so in advance of the trustees’ report would be pre- 
mature. 

Mr. Ensign. You mention in your conclusion about 70 percent of 
the insurance costs are paid for with premium payments. Is that 
70 percent of the total medical costs or just the insurance? 

Mr. Vladeck. Seventy percent of the Medicare benefits. 

Mr. Ensign. Are total Medicare benefits paid for through, and 
that is the average person that is receiving them now through their 
lifetime of payroll taxes, what they have paid in, what they are 
paying on their copays? 

Mr. Vladeck. The estimate is not derived that way, sir, because 
of the problem of how you impute earnings on a trust fund. About 
60 percent of Medicare benefits are paid from the Hospital Insur- 
ance Trust Fund and 25 percent of part B benefits are paid by pre- 
miums; between the two, you get 70 percent that is financed either 
through payroll tax or through beneficiary premiums. Now, those 
payments only account for about half the medical expenses of Medi- 
care beneficiaries. 

Chairman THOMAS. Would the gentleman yield on that point? 
Because I think it is important. 

Mr. Ensign. Yes. 

Chairman Thomas. If I say this another way, is this what you 
are saying, that you used the term 70 percent, and that is the in- 
surance cost to the beneficiary, that they pay about 70 percent? 

Mr. Vladeck. They have contributed over their working lives. 

Chairman Thomas. Of the insurance? 

Mr. Vladeck. Or they are now paying 70 percent of their insur- 
ance costs. 

Chairman Thomas. But the health care costs to Medicare are not 
the 70-percent figure? 

Mr. Vladeck. The health care costs to Medicare are the 70 per- 
cent, but the benefits, the total health care costs of the bene- 
ficiaries, are substantially more because of the limitations on Medi- 
care’s benefits. 

Chairman Thomas. We will pursue that. 
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Mr. Ensign. Actually, even to pursue that further, is this the 
people that are currently receiving it because obviously the Medi- 
care premiums on payroll taxes and everything have gone up, is 
that taken into account, the amount that they paid over time, or 
are you extrapolating somebody that is earning a living now by the 
time they get to 65 years of age? 

Mr. Vladeck. We are talking about a pooled trust fund, and we 
are saying that probably in the future, with all things being equal, 
they would be somewhat lower because the proportion of total ex- 
penses for Medicare part A is shrinking relative to part B. 

Mr. Ensign. But you are not looking at the average person that 
has been contributing for the last 40 years. That is what I am try- 
ing to get at. 

Mr. Vladeck. For the average person who is currently a bene- 
ficiary, 70 percent of the costs of their Medicare benefits are fi- 
nanced from the pooled contributions of people who contributed to 
the program since it began plus their beneficiary premiums. 

Mr. Ensign. OK. Thank you, Mr. Chairman. 

Chairman Thomas. Thank you very much. 

The gentleman from Washington will inquire. 

Mr. McDermott. Thank you, Mr. Chairman. 

I admire your politeness. Dr. Vladeck. New Yorkers are known 
for that. 

Mr. Vladeck. It is great to set the record straight, Mr. 
McDermott. 

Mr. McDermott. I think you might have pointed out to Mr. En- 
sign that the Republican proposal that has been put on the table 
actually makes the trust fund worse by raising the taxation exclu- 
sion from 50 percent to 85 percent, isn’t that correct? 

Mr. Vladeck. That would shorten the life of the trust fund, yes. 

Mr. McDermott. So it is a little disingenuous to raise questions 
about the administration when the proposal they are putting on 
the table is making it worse? 

Mr. Vladeck. As proposed, it would shorten the life of the trust 
fund, yes. 

Mr. McDermott. There has been a lot of talk about the 
Medicheck proposal which the Speaker thinks we ought to put out 
for seniors. This Medicheck would send the seniors out with a 
voucher to buy health insurance, it would get rid of this big bu- 
reaucracy of 4,000 people that run Medicare. We know that per 
capita right now Medicare is spending $4,400 and change for a ben- 
eficiary. 

Do you think my 85-year-old mother could take that voucher out 
and buy roughly the same kind of care in the insurance market in 
this country that she has today under Medicare? 

Mr. Vladeck. Certainly not in the insurance market that exists 
at the moment. 

Mr. McDermott. Well, what would happen to her? 

Mr. Vladeck. Well, again, it depends on how one did it. We have 
looked at so-called voucher proposals, and we believe that in order 
to avoid a serious, serious risk to the beneficiaries, you would need 
to do two things for which we just spent the last couple of years 
being seriously criticized. 
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One, you have to set some very stringent rules for how the insur- 
ance market would operate to make sure that the people with 
vouchers weren’t redlined, that they weren’t discriminated against 
in various ways, that marketers aidn’t sell selectively, and that 
there were various consumer protections. 

And the other thing you would need to do is have a very sophisti- 
cated risk adjustment system, since $4,400 is an average cost per 
beneficiary and the dispersion of rates across the program is very, 
very substantial. For example, 5 percent of beneficiaries will incur 
expenses of $50,000 a year or more, and that is not just random. 

We can predict with some accuracy, but not yet enough, that 
beneficiaries who are older, who have been in nursing homes, or 
who have a history of cancer, are more likely to incur very high ex- 
penses than the average beneficiary. 

Mr. McDermott. Would you speculate on what would happen to 
my father. My father has had a stroke, he has chronic heart dis- 
ease, he has had cancer, skin cancers, a number of them. What 
would happen to him with that voucher and what would happen 
to the rest of us in the family? 

Mr. Vladeck. Well, again, unless the voucher were actuarially 
priced to reflect his particular circumstances, which is a little hard 
to envision, what would happen to him is probably what would 
happen to people like my mother, who is still working in her sixties 
and tiying to buy disability insurance on the private market. 

An individual insurer has to be pretty dumb to sell an individual 
policy to somebody that risky. As an insurer for the highest risk 
part of the population, it is almost impossible to recoup one’s — to 
cover one’s risk, except by pricing at such levels that you would get 
publicly embarrassed when they ran in the newspaper. 

Mr. McDermott. So you are saying, really, that imless the Con- 
gress is willing to regulate the insurance industry very strictly and 
very stringently, this simply would be a shift of the cost on to the 
families and the beneficiaries, it would really be out-of-pocket costs 
from now on? 

Mr. Vladeck. That would be our major fear about it. 

Mr. McDermott. I want to enter a letter in the record, and I ask 
unanimous consent. It was a letter sent to me by somebody who 
lives in Lancaster, Calif. 

He says when his COBRA benefits expired, for which he paid 
$3,300 a year, he tried to convert them at Prudential to a policy 
with a $1,000 deductible. It would cost him $12,366 a year with a 
$1,000 deductible. With a $100 deductible, he would have had to 
pay $20,000. 

When I think of this as being a 59-year-old person trying to buy 
an individual policy out there with a voucher, something that they 
were buying in a group at $3,300, suddenly they are buying it indi- 
vidually, it seems to me the same thing is liable to happen to sen- 
ior citizens when they are sent out as individuals to buy insurance 
in this present market. 

Is that a fair assumption? 

Mr. Vladeck. Medicare exists in the first place because before 
its existence, with the exception of group policies — mostly employer 
group policies — ^there essentially was no private market for health 
insurance for people 65 and over. 
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Now the world has changed and the demography has changed. 
One would expect the market to respond to the kind of arrange- 
ment you were describing by putting together a number of very at- 
tractive policies for younger, healthier beneficiaries. However, the 
problem of getting coverage for the older, sicker, and more expen- 
sive beneficiaries would be exactly the problem we are now having 
in the private sector where, unless they are employees or retirees 
of a large company, they can’t get coverage. 

Mr. McDermott. I actually had my staff postulate that my 
mother was bom in Ireland and was coming over to live in the 
United States and since she didn’t have Medicare, we would try 
and buy private insurance. When I called the insurance companies, 
I got some amazing answers. 

Blue Cross said, “Well, of course, we medically imderwrite, and 
we wouldn’t accept her if she had anything wrong with her,” and 
Aetna actually told me that they would send me to Blue Cross. I 
mean, they weren’t even willing to quote me a price. So I think 
that this is a very risky thing that is being proposed. 

Thank you. 

[No letter was received at the time of printing.] 

Chairman Thomas. The gentleman’s time has expired and the 
subcommittee will recess until we go vote and then come back. 

[Recess.] 

Chairman Thomas. Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Vladeck, it was my understanding that HCFA was charged 
with providing the Congress a report on Medicare Select and the 
demonstration on Medicare Select, and it is my understanding that 
the report was due last month; is that correct? 

Mr. Vladeck. I honestly don’t know, sir. 

Mr. Christensen. You don’t know? 

Mr. Vladeck. I don’t know what the due date on the congres- 
sional report was. 

Mr. Christensen. I think it was due last month. I was wonder- 
ing, do you know where that report is? 

Mr. Vladeck. Again, we have provided a preliminary report. We 
have been advised by our evaluators that part of the delay is due 
to the fact that many States got the plans up and mnning a little 
bit more slowly than had originally been anticipated. As a result, 
it will be the latter part of this year before their evaluation is com- 
plete. 

Mr. Christensen. I am new to this process, and it is my under- 
standing that you are in charge at HCFA, and the report was due 
last month, and you don’t know where the report is, you don’t know 
what it will say. Do you know what it says at this time? 

Mr. Vladeck. No, sir. If we knew what the final evaluation said 
we could make more detailed recommendations. The preliminary 
report, which few have seen, describes largely the structure of the 
plans and their histoiw. 

The real questions for an evaluation have to do with comparisons 
of the populations enrolled in Select plans and populations that are 
not. That data analysis is currently imderway, and we have been 
in conversation with the evaluators, but we can’t yet give a precise 
date as to when their work will be finished. 
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Mr. Chbistensen. Can you give a general date when you think 
we can expect to see the final version, since it was due last month? 

Mr. Vladeck. The latter part of this year. 

Mr. Christensen. The latter part of this year? 

Mr. Vladeck. Yes, sir. 

Mr. Christensen. I am sure this is not an example of the effi- 
ciency of the Medicare system being 10 months late, 9 months late, 
8 months late. 

Mr. Vladeck. Again, the major constraint on the evolution of 
this evaluation has been the way in which the plans have evolved 
in the various States and the regulatory apparatuses in the various 
States have evolved. 

Mr. Christensen. Two days ago. Congressman Steve Horn 
talked about the President’s budget, and I would have to say I have 
not heard it put any better than when he said that this year’s 
budget wasn’t DOA, it was totally devoid of accountability, not 
dead on arrival like the last few budgets have been, and it was de- 
void of accountability because there was nothing in there regarding 
Medicare reform. The President totally passed the buck. 

The editorials in my paper out in Omaha, Nebr., have heavily 
criticized the administration for not doing their fair share in this 
area. We are going to look at another trillion dollars in debt. 

I wanted to know when the President called you and the admin- 
istration asked for your input as far as your ideas, what did you 
say? Did you say let’s let the Confess do it, let’s let the Health 
Subcommittee make the tough cuts? What went on? 

Mr. Vladeck. I think it is fair to say, sir, that we haven’t had 
any particularly new conversations relative to the current year’s 
budget proposal since we have been saying and believing the same 
thing consistently for the last year and a half. Any significant 
changes in the financing of the Medicare program ought to be ad- 
dressed in the context of broader health reform strategies. 

Last year we tried to make a very detailed proposal to the Con- 
gress that included changes in the Medicare program. We were less 
than fully successful. Given the new leadership and composition of 
the Congress, the President has already written a dialog about 
health care reform. Within that context we have always been very 
clear that changes in the Medicare program were an entirely ap- 
propriate part of those discussions. 

Mr. Christensen. It sure didn’t show up in the budget. You did 
say “under the leadership of President Clinton” earlier in your re- 
marks, and I would say that that is no leadership. 

I wanted to ask you a specific question on the problems or inci- 
dents of the beneficiary dissatisfaction. Can you cite any examples 
that led you to the conclusion that we need more regulation on 
Medicare Select? 

Mr. Vladeck. I can’t provide you with specific anecdotes. Again, 
the general question of customer satisfaction will be addressed 
using survey information in the final evaluation for which we are 
waiting. 

I should tell you, however, that because medicine is a free-choice 
circumstance. Medicare beneficiaries in almost every setting will 
report very high degrees of satisfaction. That is to say, our oene- 
ficiaries in HMOs are very highly satisfied with their plans, our 
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beneficiaries in the fee-for-service system are very highly satisfied 
with their plans, and the anecdotal information suggests that Se- 
lect enrollees are vei^ satisfied with their plans. Vmen you have 
circumstances in which people have a voluntary choice of enroll- 
ment, and in the HMO setting voluntary disenrollment, that is not 
a surprising result. 

Mr. Christensen. Well, with all due respect, Mr. Vladeck, you 
are the head of HCFA, you didn’t know a report was due fast 
month, you don’t know when it is going to be on our table, you 
don’t know what the conclusions are going to be in that report, and 

S I can’t give me specific evidence of various problems that have 
you to conclude that we need additional regulation on Medicare 
Select. We need to get some answers. When you find those answers 
out, I would appreciate visiting with you and finding out what they 
are. 

Mr. Vladeck. Again, as soon as the evaluation is complete, we 
will certainly share it with you, and in terms of the other questions 
you had, we will be happy to supply you with a more detailed an- 
swer. 

[No information was received at the time of printing.] 

Mr. Christensen. Thank you very much. 

Chairman Thomas. Two followups to the questions asked by our 
two new members of the committee. 

Mr. Vladeck, I am looking at the Omnibus Reconciliation Act of 
1990 conference report to accompany H.R. 5835. On page 146 of 
that report, it is outside the courts but it is part of the law, which 
says the effective dates, amendments made l y this section shall 
only apply in 15 States, et cetera. 

D. Evaluation. The Secretary of Health and Human Services shedl conduct an 
evaluation of the amendments made by this section and shall report to Congress on 
such evaluation by not later than January 1, 1995. 

That is the law, and to ask you to further respond to the gen- 
tleman from Nebraska’s statement, it is in here, the date was Jan- 
uary 1, and the reason you are not complying with the law is what? 

Mr. Vladeck. Mr. Chairman, I can’t really comment at this time 
on a contract entered into in the previous administration, but I will 
be happy to provide the subcommittee with the detaiiled history in- 
volving the timing of the contract that we are now discussing. 

Chairman Thomas. OK I just want to make sure that the state- 
ment that was made was a factual one. 

I have a sheet that I want you to respond to as well in terms 
of the question from Mr. Ensign. Let the staff pass that out. 

[The following was subsequently received:] 



TABLE 5. UHETIME MEDICARE BENEFITS, TAXES, PREMIUMS, AND 

TRANSFERS 

(in thouamds of consUnt 1993 dollare) 


Persons Turning 65 in 1995 



Single Male 

Single Female 

One-earner 

couple 

Two-earner 

couple 

Benehts 

75.0 

110.7 

185.7 

185.7 

Taxes & 
Premiums 

34.7 

45.6 

59.0 

68.5 

Net Transfer 

40.3 

65.1 

126.7 

117.2 


NOTE: All amounts are discounted to present value at age 65 using a 2 % real interest rate. 
Adjusts for chance of death in all years after age 21. "Taxes and premiums" include the 
actuarial value of all employer and employee HI payroll taxes, all SMI premiums, and 
estimated portion of federal income tax burden devoted to financing SMI. Projections are 
based on HCFA 1993 intermediate assumptions, adjusted for the estimated impact of 1993 
enactments. SMI premiums are assumed to remain tied to 25% of program costs after 1995. 
Recipients are assumed to receive Medicare insurance protection, in each year after age 65, 
which equals in value the average Medicare outlay per enrollee in that year. Individuals are 
assumed to earn average wages for their cohort. 


Source: Based on Steuerle, E.C. and J.M. Bakija. Retooling Social Security for the 21st 
Century: Right and Wrong Approaches to Reform. Urban Institute Press, 1994. 
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Chairman Thomas. I guess it is partly because I am somewhat 
confused by that portion of your testimony which indicated that. 
Under the conclusion which indicated that through their payroll 
contributions and those of their employers during their working 
lives and through their own premium payments, beneficiaries in 
fact contribute 70 percent of their insurance costs. 

Now, the chart I have in front of me, and you obviously can react 
to and disagree if you so choose, represents 1993 dollars and obvi- 
ously they would change slightly in 1994, they would change slight- 
ly in 1995, and in 1996; I think you will find they will begin to ^ift 
dramatically in terms of increasing the bottom line. But what we 
have here is a profile on persons turning 65 in 1995, single female, 
single male, one-eamer couple, two-earner couple, benefits in terms 
of what they are going to receive under the program, taxes and pre- 
miums, the amount they paid into the program, and the net trans- 
fer which is the burden other than the beneficiary, that is, the tax- 
payers are going to pay for these individuals. 

And I guess my problem was that when you said that individuals 
contribute 70 percent of the insurance costs, and I said. Is that the 
health care benefit paid by Medicare, I thought your response was 
at least not in a way that I could understand it. 

Do you dispute the net transfer line on this chart that a single 
male will receive in essence a $40,000 benefit from the $75,000 
benefits allowed in the program. The 34.7 that they would pay into 
the taxes and premium structure, and of course, as individuals, 
went up in terms of the amount that they put in, clearly the net 
transfer is even greater. 

Mr. Vladeck. Until I know a lot more about the assumptions un- 
derlying this table, I couldn’t comment one way or another, Mr. 
Chairman. 

Chairman Thomas. Well, nowhere do we see anything approach- 
ing a 50-percent payback. 

I guess we are going to need more information on that statement 
because it is puzzling to me, too, because it runs contrary to what 
I have understood to be the problem. I guess if, in fact, these are 
the kinds of percentages people are paying into the program and 
the HI fund, which is clearly the most expensive part of the Medi- 
care program, is actuarially determined to go belly up or bankrupt 
by 2001. Let me ask you the question in another way, currently is 
the payroll tax 1.45 percent? 

Mr. Vladeck. That is correct. 

Chairman Thomas. And we removed the cap on all income to be 
taxed for that fund. What would be required either in terms of tax 
increase or benefit modification to make the HI fund sound beyond 
2001 ? 

Mr. Vladeck. I don’t know offhand. Again, we are pointing to- 
ward April 1 for those analyses. If we have them available earlier, 
I would be happy to get them to you, but they will be part of the 
trustees’ report. 

Chairman Thomas. It is my understanding that the tax rate 
would have to be at least tripled and benefits cut two-thirds to be 
able to attain a comfort level about the HI fimd. 

When you take a look at the employment profile of an open- 
ended tax tripling or the reaction of beneficiaries of two-thirds of 
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their benefits being cut, it is a little shocking to me to find out that 
in the final year of President Clinton’s ability to completely control 
a Federal budget, that virtually no response is made at all, either 
in terms of ofhering changes in pro^ams or creative solutions to a 
problem that is squarely in the middle of the road less than 10 
years away. 

The gentleman from Wisconsin, if he wishes to inquire. 

Mr. Kleczka. Mr. Chairman, one brief question. 

In your testimony, Bruce, you indicate that on average we pay 
about 6 percent more for every Medicare enrollee in managed care. 

Mr. Vladeck. That is correct. 

Mr. Kleczka. The purpose of managed care, I thought, was to 
save dollars versus cost more than fee-for-service. Is there some 
problem with the reimbursement formula that this is occurring? 

Mr. Vladeck. There are really two problems, and the major 
problem is the fact that our payments don’t adequately adjust for 
the kind of selection effect we have in the Medicare risk program. 

Mr. Kleczka. The problem is healthier people are selecting man- 
aged care? 

Mr. Vladeck. Yes. Significantly more healthy people go in than 
the average. There are some very good reasons for this. There is 
nothing terribly sinister about it. A large part of the Medicare risk 
enrollment is comprised of the folks who were enrolled in HMOs 
before they retired and want to keep their existing source of care. 

Another thing that is a very important component of this issue 
is that people with more serious chronic diseases tend to be more 
likely to have established relationships with physicians who are 
not part— or historically have not been part — of HMO networks 
and are thus more reluctant to leave their existing patterns of care. 

In addition, although it is much less of an actuarial effect, cur- 
rently Medicare HMO enrollees can disenroll at will. This probably 
leads to some selection against us on the disenrollment side as well 
as the enrollment side. 

Mr. Kleczka. So what are we going to do about it? 

Mr. Vladeck. We have a number of activities underway to try 
to address both of those issues. In the long term we need a more 
sophisticated payment method, and we are conducting a number of 
experiments now with alternatives. As I discussed in my testimony, 
we would like to test a competitive bidding model as well. 

At the same time, to the extent that we can improve our quality 
monitoring and quality assurance technologies for Medicare risk 
plans, we probably should over time do away with the continual 
disenrollment policy; it doesn’t work in our interest or in that of 
the plans, and it would minimize some of the selection effect as 
well. 

Mr. Kleczka. OK. Reading from Congressman Stark’s opening 
statement, he indicates here that, regarding HMO Medicare cov- 
erage, we passed legislation in 1989 directing the Secretary to im- 
prove the payment system, but little progress appears to have been 
made. 

Mr. Vladeck. Again, I can only comment on what has occurred 
in the last 24 months. There was very little progress before then. 
Since then, we have redirected a major part of our research and 
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demonstrations budget in the direction of HMO payment meth- 
odologies. , , , . , , , 

We have also worked very extensively both with the trade asso- 
ciations in the industry and with individual plans to try to design 
demonstrations of new payment methods in managed care. 

Mr. Kleczka. Do you stipulate that the Medicare Select program 
does save enrollee costs, people in the program do save money? 

Mr. Vladeck. It appears to. However, and I believe one of the 
subsequent witnesses will speak to this, it is not entirely clear the 
extent to which those cost savings arise from lower utilization and 
the extent to which they arise from the way the prices are age 
banded in certain States. 

Mr. Kleczka. But you don’t agree with Mr. Schaeffer who will 
testify I think in the next panel, that Medicare Select does save the 
government money? 

Mr. Vladeck. It is not clear to us. It clearly doesn’t save us any 
money on the part A side. I wouldn’t doubt that we save money on 
the part B side in his plan, but again I think that is atypical 
among the Medicare Select plans. 

Mr. Kleczka. Fine. Thank you. 

Thank you, Mr. Chairman. 

Chairman 'Thomas. Bruce, in your testimony where in talking 
about the apparent anomaly, you stated, “In fact, if proposals to ex- 
pand Select discoimting to part B services are enacted. Medicare 
costs would actually increase, as physicians increase utilization to 
recoup their discoimts.” 

Wasn’t that an argument that was made in terms of the model- 
ing profile when we put in the resource-based relative value scale 
plan? We had to watch out for surgeons and physicians because if 
we were going to cut them down on one side, they were simply 
going to increase visits and do more procedures so that they would 
make money. Didn’t we discover that, in fact, all of our concerns 
harl^ring the cleverness of this particular group of physicians? 

Mr. Vladeck. Well, that is correct, but we also put a backstop 
in the physician fee schedule in terms of the RBRVS so that the 
physician commimity was well aware that increased revenues from 
increased utilization would affect subsequent years’ rates. 

Chairman 'Thomas. Then why wouldn’t that simple fix solve the 
enormous threat that this appears to be in your testimony? 

Mr. Vladeck. We would be happy to talk about a fix of that 
kind. 

Chairman 'Thomas. No, no, but you don’t talk about it in your 
testimony. You create a bogejnnan here where we anticipated and 
didn’t see it as you said it anticipated with the backstop. 'This is 
the kind of a statement that permeates your testimony that causes 
me a lot of concern because I don’t see any factual evidence. 

I see theoretical concepts on models that have already been dis- 
counted. I just don’t understand why this argument is presented as 
a realistic one for not going forward. Could you tell me why? Is this 
a real threat or did it just get thrown into the testimony? 

Mr. Vladeck. "This is a real issue, sir, that has been studied not 
only by our actuaries in 0MB but also by the Inspector General 
when the Inspector General declined to provide a safe harbor for 
part B discounting. 
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I think your suggestion that we might use some of the techniques 
that we have used with the physician fee schedule to address those 
sorts of risks in Select plans is a very good one and we would be 
happy to think about ways to do that. 

Chairman Thomas. The discussion we had was about being over- 
ly aggressive earlier and that we have to be very careful. And in 
fact, recent evidence indicates that we are not saving money at all, 
and that we are getting a bit of an adverse risk selection by virtue 
of the prr^am that we have now. 

I think it really comes down to two basic philosophies, and I 
think we are beginning to understand where you are coming from, 
and that is one of the things that I have learned in trying to under- 
stand the mistakes the private sector made was that early on, they 
were too timid, they tried to just make minor adjustments, and it 
wasn’t working. It wasn’t until they got a complete understanding 
that you had to make a commitment to change the structure that 
you began to get the benefits in the private sector, and as we have 
seen recently in terms of modeling Medicare and the private sector, 
that in fact Medicare is actually an anchor, a drag on the changes 
that are occurring in terms of total costs. When I look at those 
charts, and Mr. Stark and others are anxious to run back to that 
period in the early nineties and talk about the fact that Medicare 
was leading the curve at that time. 

I have tried to look at the numbers behind it, and my conclusion 
is that the reason Medicare was leading it was that there were a 
series of cumulative cuts made in the eighties and they were begin- 
ning to compound and that those reductions were leading the pri- 
vate sector but we have kind of ridden that wave. It is over. 

Once again, returning to the President’s budget, there is no sig- 
nificant understanding apparently that the private sector is going 
to continue to outstrip Medicare in terms of its changes unless we 
make some fundamental changes. What I hear in terms of your tes- 
timony is we are worried about some decisions that were made 10 
years ago without any reflection for the world and how it has 
changed now or that we understand that what we have to do is 
more aggressively move into managed care, not more timidly. What 
I hear in your testimony is we need demonstration projects, we 
need to go slowly. 

We are thinking about a PPO model, so that we drive choice in 
terms of the consumer. They get only one model; we don’t take ad- 
vantage of the knowledge that we have learned in the private sec- 
tor to allow as many possible models and put the choice factor on 
the individual with clear understanding of thresholds and controls, 
given the type of people that we look at. 

I am saying that in sum and substance of this testimony, I am 
looking at that black hole in 2001, and this administration with its 
clear actions in the budget, either in terms of reductions, which is 
the only way we have stayed close to the private sector curve, no 
reductions at all, no plan offered, but a very timid position in going 
forward. 

And finally, before I let you respond, the gentleman from Wash- 
ington continues to focus on one small aspect of the Republican 
plan for change, which was in the Contract. I, at one time, was 
quite proud of the fact that we were able to hold most of our health 
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care ideas outside of that contract, not lock ourselves in rigidly to 
preconceived notions. We are going to offer a significant number of 
changes in this Congress. We believe one of those is the Medicare 
Select bill offered by Mrs. Johnson. 

We are going to offer reforms in the insurance area, we are going 
to offer reforms in the malpractice area, we are going to take care 
of those problems that the Clinton administration in the last year 
refused to separate out from its goal to completely restructure the 
health care system in this country. Those changes should have 
been moved in the last Confess. We are going to do everything we 
can to move them in this Congress, but without a partnership as 
described by Secretary Rubin and Secretaiy Shalala between the 
two of us, we are not going to lay the groundwork to save this sys- 
tem. 

I am just concerned about the timidity, about the failure of you 
folks to be even anywhere near as bold as you were in the last Cfon- 
gress about the need for change. 

Mr. Vladeck. Mr. Chairman, if I could just make two observa- 
tions in that regard. The first is that I think it is appropriate, 
when talking about what has happened in the last 18 months or 
so in the private sector, to also note that the way in which this ad- 
ministration has approached this issue since the President came 
into office is to recognize that there are two things going on in the 
private sector. 

First, in the last 18 months, costs have been growing much more 
slowly; second, Americans are continuing to lose health insurance 
at the rate of 100,000 people a month. One of the reasons that pri- 
vate health expenditures are going up more slowly is because fewer 
people are being covered in the private sector. If you are going to 
talk about bold systemic change in this regard, you ought to put 
all of the important issues on toe table, including the deterioration 
of private sector health insurance coverage, which continues to be 
a major concern and something we believe the Congress needs to 
work with us to address. 

In that regard, when one talks about a boldness or timidity, I 
think the place where one should be most risk averse is with the 
one part of the population that has, in effect, \iniversal health care 
that they are very well satisfied with. If we are going to take big 
risks with major changes in the health care system, I would sug- 
gest we are happy to work with you on more innovative and excit- 
ing ways to cover the 15 percent of the American population that 
has no health insurance whatsoever. 

Chairman Thomas. Mr. Vladeck, I did hear you just say that the 
reason that the private sector cost curve is going down is primarily 
because fewer people are covered? 

Mr. Vladeck. I did not say “primarily.” I said it is one of the rea- 
sons. 

Chairman Thomas. Where would you place that in relation to 
the bold and dramatic decisions made by the private sector in mov- 
ing toward and embracing managed care? 

Mr. Vladeck. I think it has been much easier for the private sec- 
tor to embrace the kind of managed care approaches they have as 
they have reduced the a^regate riskiness of the populations that 
are covered. 
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Chairman Thomas. What percentage of the reduction would be 
credited with your position versus mine? 

Mr. Vladeck. Since these numbers are floating around in a num- 
ber of ways, I couldn’t give you an off-the-top-of-the-head number. 

Chairman Thomas. How about ballpark? Sixty percent of the 
cost reduction in the private sector is because of their refusal to in- 
sure people? 

Mr. Vladeck. No, I wouldn’t say that. 

Chairman 'Thomas. Thirty percent? 

Mr. Vladeck. In 1993, we are not talking about cost reduction, 
we are talking about reduction in the rate of growth. I would say 
if you compare total private expenditure rate of growth in 1992 and 
1993 — we don’t yet have the 1994 numbers with per capita experi- 
ences in the insured community — ^what you find is about two-thirds 
of it is a reduction. But I wouldn’t swear to these numbers. We will 
get you more precise numbers, but roughly two-thirds is a reduc- 
tion in the per capita expenses of those who are covered and the 
rest of the acceleration has to do with the deterioration of coverage. 

Chairman Thomas. This is 1995 and next year 1996, and again 
I am looking at the timetable in terms of having to make big deci- 
sions because the big risks are out there. In my opinion, adopting 
those changes in the private sector for a government basically fee- 
for-service sixties program are not big risks. 'The big risks are not 
moving forward as rapidly as we can. 

Mr. Vladeck, we have a kind of unusual next panel which is two 
former HCFA administrators, and it would be enormously help- 
ful — 

Mr. McDermott. Who are now insurance company executives, 
Mr. Chairman, so Mr. Vladeck has good things to look forward to. 

Chairman Thomas. I thought he was going to be devoted to this 
job for at least the foreseeable future. 

Mr. McDermott. At least the next 6 years, I believe. 

Chairman Thomas. Mr. Vladeck, if you want a recommendation 
after 1996, November, come and talk to me. Now are we through 
with this? OK. 

The request that I was going to make was that if at all possible, 
would your schedule permit you to hang around so that we can 
have a question and answer with the current and previous HCFA 
administrators, because that would be a very enlightening experi- 
ence for us, if possible. 

Mr. Vladeck. I am afraid I only have another 20 minutes or half 
an hour, and I don’t know how you would want to structure that. 
I have some folks coming from out of town to see me at 1 o’clock. 

Chairman Thomas. If you aren’t going to be able to do it, then 
I would yield to the gentlewoman from Connecticut for a question 
or two. 

Mrs. Johnson. Mr. Vladeck, after the sentence that my Chair- 
man read about Medicare costs would actually increase with Medi- 
care Select, shortly thereafter in your testimony you say: “We feel 
strongly that beneficiaries should not have to worry about the qual- 
ity and access provisions of their Medicare choices.” And you say 
this is an important issue and we will work with you and the sub- 
committee. 
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Now, on quality and access, there are Federal rules that your de- 
partment has issued that say that the provider networks have to 
be sufficient, that emergency services have to be paid for, that 
quality assurance programs have to be out there, that seniors have 
to be clearly informed about the choice that they are making. 

There are other Federal requirements that regulate the market- 
ing of supplemental insurance policies in general, that deal with 
waiting periods and preexisting conditions, establish minimum loss 
ratios and create premium refund provisions in the event that the 
minimum loss ratios are not met, and so on and so forth. There is 
quite extensive Federal regulation already governing these plans. 

There are also State regulations, and the State regulations ad- 
dress things like rate setting, loss ratio compliance, financial sol- 
vency, the extent of provider networks, and the measures of quality 
assurance, to name only a few. 

What evidence would you present to this committee that those 
two levels of regulation have failed to assure quality and access is- 
sues under Medicare Select? 

Mr. Vladeck. Well, again, Mrs. Johnson, to have more than hy- 
pothetical evidence we really need some systematic research results 
that we will certainly have for the subcommittee within 1 year of 
the statutory due date. 

Mrs. Johnson. Mr. Vladeck, we passed this several months ago. 
There are only 15 demonstration projects. There are not a lot of 
plans doing this. And I would think that if you are recommending 
in your testimony only a 6-month extension, you ought to have 
some evidence. 

Why not just make it permanent, put it out there? It is one of 
the quick things we can do to begin opening up the system, and 
let’s gather the information. 

But you heard the testimony of Mr. Pomeroy during the time he 
was intimately involved with this program. He never had a single 
complaint. In the material about Alabama, they don’t say that they 
had any consumer complaints. 

So I really ask your department to give us some concrete evi- 
dence on the very issues that you raise in your testimony and as 
we go forward to either support this bill or oppose it. 

Mr. Vladeck. Let me only say that we do have a couple of con- 
cerns in that regard. We have had some preliminary conversations, 
and we will be happy to work with you to further identify what 
they are. 

Mrs. Johnson. It has been several months and I would hope that 
preliminary conversations would move forward rapidly, and I 
would be happy to be a party to any of those. 

Thank you. 

Chairman Thomas. Mr. McDermott, did you want to inquire? 

Mr. McDermott. Thank you, Mr. Chairman. 

You mentioned that part of the cost reduction is due to less peo- 
ple being covered. Isn’t it also a big factor that we had a big debate 
for 2 years in which evep^body was a little worried about what was 
going to happen, and third, the big companies are now much more 
aggressively willing to shift costs on to the smaller companies? 
Aren’t those also big factors in the reduction in costs? 
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Mr. Vladeck. I suspect they are. Part of the problem is that this 
alleged revolution in health care is being established on the basis 
of only about 18 months of experience. It is true that in previous 
periods in which Congress was seriously debating major health 
care legislation, there was a significant deceleration in the growth 
of private sector health care costs. 

So we don’t know if what happened in 1993 and 1994 is a perma- 
nent change or a blip, and we have asked our actuaries and others 
who estimate national health expenditures for their opinion; they 
say, “Well, on the one hand, on the other hand.” It is really too 
soon to say whether the world has been permanently transformed 
or whether these are transient changes. 

Mr. McDermott. Let me ask you about one specific proOTam in 
HCFA so — or in Medicare. Do I remember correctly that me end- 
stage renal disease program is the largest single-cost center in the 
whole program? 

Mr. VlADECK. Yes, on a per capita basis. Since there are only 
about 80,000 enrollees with end-stage renal disease, the basic Med- 
icare program is obviously more expensive; however, our end-stage 
renal disease patients are far and away the most expensive on a 
per capita basis. 

Mr. McDermott. Now, can you imagine those people going out 
and buying insurance with a voucher from an insurance company? 

Mr. Vladeck. Mr. McDermott, once again, the reason a Federal 
program for end-stage renal disease was created is that when the 
technology to save the lives of people with end-stage renal disease 
emerged, people were vmable to amrd it and they were unable to 
find insurance coverage to pay for it. 

Mr. McDermott. I remember the start of that program. It start- 
ed in Washington State, and they had a little plan there, and some- 
body went to Warren Magnuson and thought it was a good idea, 
who then mumbled it through the U.S. Congress and it got to be 
the biggest problem in health care, in Medicare. 

What it sounds like to me you are saying is that if we privatize 
Medicare, as we are sort of going here with the Select program, the 
opening wedge to privatize, that what is going to happen is we are 
going to wind up with a lot of very sick people that nobody wants, 
and we are still going to have a Federal proCTam to cover them, 
while the insurance companies will have skimmed off all the 
healthy seniors. As soon as they are sick, they will be plopped back 
into the government program. 

Is that a fair way to look at it? 

Mr. Vladeck. That is a very real concern, yes, sir. 

Mr. McDermott. To me that seems like the only way this is 
going to work because all the evidence I know suggests that all the 
managed care plans for senior citizens are basically skimming. 
They are figuring out ways to attract people who are healthy, and 
it isn’t saving monw for our program. 

In fact, as Mr. Kleczka has pointed out, it is costing a little bit 
more, and that to extend that out to everybody is simply going to 
let the insurance companies kind of look through the elderly and 
try to find those who aren’t going to cost them anything and take 
them and leave the rest for us, and that really is going to make 
our problem at the Federal level worse because we will look like 
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we are never controlling costs if all we are dealing with are the 
sickest people. 

Mr. VliADECK. Again, I think if you look carefully at the experi- 
ence for the nonelderly population in this country over the last 5 
or 10 years, you find that on a very small scale some of that has 
occurred in the sense of the enormous growth in Medicaid, and in 
Medicare enrollment of disabled folks, and again in the si^ificant 
shrinkage, much of it at the high end of the risk scale, in terms 
of the extent of private coverage. 

Again, one would think that in a rational market, unless it was 
highly regulated, people who were predictably the highest risk 
would have the greatest trouble — or would at least face the great- 
est out-of-pocket cost — ^getting good insurance, if they could get it 
at all. And again, in the Medicare population, the people of highest 
risks are systematically those with the lowest incomes. 

Mr. McDermott. It seemed in my experience in the State legis- 
lature we created a high-risk pool because those people were out 
there floating around, and finally we just said, OK, at the State 
level we are going to deal with those people who don’t fit Medicare, 
don’t fit Medicaid, but they are still out there bringing in all kinds 
of costs, so we put them into our own high-risk pool. 

And it seems to me that is where we are headed. 'The govern- 
ment is going to be stuck with the sickest people. 

Thank you for your testimony. 

Thank you, Mr. Chairman. 

Mr. Vladeck. Thank you. 

Chairman Thomas. Mr. Vladeck, for you to indicate that the 
trends that are going on in the private sector are probably a blip 
and that we aren’t collecting enough data to begin to have any 
comfort level for any change, runs (Erectly counter to Dr. Altman^s 
testimony not once but several times before this committee, in his 
analysis of trends that are out there. 

Now, obviously I happen to agree wdth Stuart that these are per- 
manent changes. I just find it ironic that when you want to and 
the gentleman from California wants to talk about a comparison 
for Medicare, you are forced to do a reach back of the last decade 
to talk about how great Medicare was, when it was clearly a cost 
shifter in the system. When you talk ^out savings in Medicare it 
was that the private sector was absorbing the costs of the program 
and now that the private sector has figured out they aren’t going 
to be the patsies anymore, you are now telling me that you don’t 
want to be aggressive in changing the system that is the anchor 
dragging down the rest of the system. It just seems to me that in 
your career — and I am rethinking this letter of recommendation 
that I talked about 

Mr. McDermott. I will write one for him. 

Chairman Thomas. Yes, it will be the opening wedge. I just don’t 
want you to be the John Hammond of the Medicare world. He is 
the fellow in “Jurassic Park” who thought that he ought to bring 
back dinosaurs after their time has passed. 

I would urge you not to take this dinosaur of a program and go 
slow and be timid and pretend there are blips out there. 

I see an enormous chasm in 2001. Your President apparently 
does not. There are no substantive changes in the budget and dol- 
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lar amounts to help meet the cost. There are no creative programs 
in the budget to meet the cost. I thought your testimony today 
would at least provide some slight hope that you folks would un- 
derstand that the dinosaur in the health care system today is Med- 
icare and it needs changes. 

You ought not to nurture it. You ought to go see the movie if you 
haven’t read the book. There are enormous dangers in not moving, 
and there are enormous dangers in kidding yourself that what is 
going on out there in the private sector is a blip. 

Mr. Vladeck. Mr. Chairman, if I remember the movie and the 
book correctly, part of the issue is the danger of experimenting in 
areas where you really don’t know what you are doing. I am afraid 
that our evidence, based on the experience of the Medicare popu- 
lation, about the performance of managed care for the Medicare 
population is at some variance with the evidence on the perform- 
ance of Medicare for privately insured groups. In order to move 
Medicare in the direction of the private sector, we need to learn a 
great deal, which we are busily engaged in doing from the most 
successful practitioners in the private sector. We are finding out 
what they are doing that we have not been able to do, some of 
which we may be unable to do because our populations are so dif- 
ferent. 

Chairman Thomas. And we thought that at least going forward 
with the Medicare Select program would be a modest attempt to 
learn more. 

You obviously see it as a significant and dangerous risk, and I 
think there is the difference. For you to advocate a 6-month exten- 
sion with no expansion of the program is to tell me where your 
thinking is. 

So I would hope that you could have stayed. Obviously you have 
got some people to see at 1 o’clock and more important to make 
that appointment with those folks than to interact with the com- 
mittee. I didn’t tell you about it ahead of time, so it is partially un- 
fair for you to think that a request would be made to interact with 
former HCFA administrators. 

I look forward to sitting down with you. We have had some pri- 
vate meetings which I thought were rather fruitful. Something 
happens between the private meetings and the public meetings, as 
indicated by Mrs. Johnson. We will continue to try to work to take 
some of the discussions we have had in the private meetings and 
tiy to get them on the record somewhere. I understand the pres- 
sures you are under, Mr. Vladeck, and I look forward to working 
with you. 

Mr. Vladeck. I look forward to working with you. 

Chairman Thomas. Thank you very much. 

Mr. Vladeck. Thank you. 

Chairman Thomas. Next panel will be Bill Roper and Leonaral 
Schaeffer, who are former HCFA administrators, and who appar- 
ently have taken their knowledge acquired in this taxpayer- 
supported position and have carried it over to the private sector. 
I think there has been a ve^ fertile cross relationship that we are 
going to hear about at this time. 

Dr. Roper, you can begin your testimony. Your written state- 
ments, both of your written statements, will be made a part of the 
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record, without objection, and you can proceed for 5 minutes in any 
way you see fit to enlighten the committee. 

STATEMENT OF WILLIAM L. ROPER, MJ)., M.P.H., SENIOR VICE 

PRESIDENT AND CHIEF MEDICAL OFFICER, PRUDENTIAL 

HEALTH CARE SYSTEM ON BEHALF OF PRUDENTIAL 

INSURANCE CO. OF AMERICA, INC. 

Dr. Roper. Thank you. 

Mr. Chairman and members of the committee, it is a delight for 
me to be before you today. I am Bill Roper, senior vice president, 
chief medical officer of the Prudential, and I was HCFA adminis- 
trator from 1986 to 1989. We look forward to welcoming Bruce 
Vladeck to the society of former HCFA administrators. 

Let me commend you, Mr. Chairman and the committee, for tak- 
ing on such a challenging and important issue for our Nation. 

The message that I have for you today is that the health care de- 
liveiy marketplace has evolved dramatically since Medicare was 
created, yet Medicare has not made similar progress. It is a sixties 
old style fee-for-service system that does not allow the elderly and 
disabled the opportunity to participate in current systems for deliv- 
ering health care. The good news — and it is good news — ^is that it 
can be fixed by offering new alternatives to seniors without engi- 
neering a totally new system. 

As you push aggressively on a cost constraining agenda for the 
Medicare program, I urge you to allow Medicare beneficiaries and 
providers an attractive alternative based on innovation in the pri- 
vate sector. 

This isn’t a new idea. I included in my testimony a piece I wrote 
for the Wall Street Journal in 1987 when I was at HCFA entitled 
“Medicare’s Private Option.” The message then and now was sim- 
ple: Keep Medicare intact, but increase the choices available to 
Medicare beneficiaries by expanding the role of private-sector 
health plans in meeting their needs. 

I oppose forcing older Americans to leave traditional Medicare in 
favor of private plans. What I do support is offering them choice. 
Don’t take away traditional Medicare, just give them choice. 

When that Wall Street Journal piece ran. President Reagan be- 
lieved that well-managed private health plans offered an attractive 
alternative to traditional Medicare coverage. We were committed to 
giving private health plans a fair opportunity to compete for Medi- 
care enrollees. 

Under President Reagan’s vision for Medicare reform, we at 
HCFA advocated this private health plan option based on five 
goals: Insuring appropriate access to quality care; increasing incen- 
tives for efficiency; reducing the government’s role in deciding how 
much to pay; reducing government’s role in deciding what con- 
stitutes appropriate medical practice; and expanding choices. These 
goals, I believe, are much in keeping with the goals of this commit- 
tee. 

I think that our plans in the mideighties were a good start, and 
there are signs today that the marketplace is responding. 

At my company, the Prudential, we have health plans with Medi- 
care risk contracts, with growing numbers of members in four 
States — California, Ohio, Florida, and Texas. We are able to offer 



353 


an array of services over and above re^lar Medicare coverage, 
such as prescription drugs and routine physicals. There are many 
fewer worries for members, especially less paperwork. 

The experience of our plans and others like them in the private 
sector has been positive for both Medicare beneficiaries and the 
plans, but these plans haven’t flourished to the degree that they 
could because of three problems. Many of us have long recognized 
the problems inherent in the payment methodology for these plans, 
and I would be happy to elaborate later on that. 

Second, Medicare beneficiaries have no incentive to choose a 
managed care plan except in instances where additional benefits 
are provided. 

And third, the definition of a managed care plan is unduly re- 
strictive. 

I believe with the work of this committee, as you have outlined 
it, ^d the positive atmosphere for change, there is a ripe oppor- 
tunity now to complete the journey toward a modern Medicare sys- 
tem that is integrated with the private health care system. Rather 
than having the government mandate what care should be pro- 
vided, let the beneficiaries and their doctors and other practitioners 
be the judge; let them choose among various plans on ^e basis of 
which plan they believe is best for them. 

Surely there ought to be standard quality and performance meas- 
ures with public information and accountability. All of these re- 
forms can work on a much bigger scale if the cumbersome statutory 
impediments are removed, if HCPA makes the process straight- 
forward for the players involved, and if we are not shackled in our 
ability to do what we do best — organize and deliver quality health 
care services. 

Managed care works. Witness what the private sector is doing 
today. Don’t be distracted by studies based on old data. Look at 
what is happening today in the private sector. 

To sum up, I don’t support doing away with the traditional Medi- 
care program, but rather offering much more choice to Medicare 
beneficiaries. 

Mr. Chairman, I urge you, as you were saying earlier, to be bold. 
Many will tell you that this is difficult, and it is, and they will tell 
you that it is complicated, and it is, but I would urge you strongly 
to be bold. 

Thank you, sir. 

[The prepared statement and attachment follow:] 
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TESTIMONY OF WILLIAM L. ROPER, M.D. 

PRUDENTIAL INSURANCE COMPANY OF AMERICA, INC. 

Thank you Mr. Chairman and members of the committee for this 
chance to share with you some of my thoughts on opportunities for the 
Medicare program. 

First, I would like to commend you, Mr. Chairman, and the committee 
for taking on such a challenging and important issue for our nation. 
Assuming a leadership role and being open to new ideas on how to 
improve the way in which America’s Medicare beneficiaries receive health 
care takes much courage and foresight. So I am particularly pleased and 
honored to be here. 

The message I have for you today is that the health care delivery 
marketplace has evolved dr^atically since Medicare was created, yet 
Medicare has not made similar progress. Medicare is a 1960s, old-style 
fee-for-service system that does not offer the elderly and disabled the 
opportunity to participate in the current systems for delivering health care. 

Medicare gives its beneficiaries very limited choice of whether to 
participate in the innovative organized health care delivery systems that 
have developed over the last 30 years. Not only is choice missing, but the 
cost of the program continues to consume a huge portion of federal 
spending. In 1980, less than 6 % of the federal budget was spent on 
Medicare. In 1996, if nothing is done. Medicare will approach 12% of the 
federal budget. 

The good news is that it can be fixed by offering new alternatives to 
seniors, without engineering a totally new system. 

As you push aggressively on a cost-constraining agenda for the 
Medicare program, I urge you to allow Medicare beneficiaries and 
providers an attractive alternative based on innovation in the private sector. 

My feelings on how to update Medicare have not changed since I was 
the Administrator of the Health Care Financing Administration. In 1987, 1 
published an article on the Wall Street Journal editorial page on this 
subject, entitled “Medicare’s Private Option.” Major credit for it properly 
goes to my colleague, Gleim Hackbarth. 

The message was simple: keep Medicare intact, but increase the choices 
available to Medicare beneficiaries by expanding the role of private sector 
health plans in meeting their needs. Private plans, including managed care 
and indemnity plans, would compete on the basis of quality and cost. 

I oppose forcing older Americans to leave traditional Medicare in favor 
of private health plans. What I do support is offering them choice. Do not 
take away the vanilla-variety Medicare system. Just give beneficiaries a 
choice. 

Back when that Wall Street Journal piece ran. President Reagan believed 
that well-managed private health plans offered an attractive alternative to 
traditional Medicare coverage. We were committed to giving private 
health plans a fair opportunity to compete for Medicare enrollees. 
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Under President Reagan’s vision for Medicare reform, we at HCFA 
advocated this Private Health Plan Option, or PHPO, based on five goals: 

• Ensure appropriate access to quality care; 

• Increase incentives for efficiency; 

• Reduce government’s role in deciding how much to pay for 
individual health care services; 

• Reduce government’s role in deciding what constitutes appropriate 
medical practice; and 

• Expand the range of choices available to both Medicare beneficiaries 
and health care providers. 

These five goals - quality, efficiency, less government involvement in 
pricing and practice, and more choice — seem to be compatible with the 
goals of this committee. And I highly recommend them as guiding goals in 
any effort to modernize Medicare. 

The plan recognized that government played too intrusive a role in the 
health care system, and that a far better approach would be to give both 
Medicare beneficiaries and health care providers the option of participating 
in Medicare through private health plans, because this was and is where 
innovations in the health care delivery system occur. Those private plans, 
within broad constraints set by the federal government, could determine 
their own methods for paying physicians and hospitals, for controlling 
utilization, and for ensuring quality. 

I think our PHPO plan was a good start, and there are signs that the 
marketplace is responding. At the Prudential, we have Medicare risk- 
contracting plans with a growing number of members, so far in four states 
- California, Ohio, Florida, and Texas. We are able to offer an array of 
services over and above regular Medicare coverage, such as prescription 
drugs and routine physicals. As important, with these plans members don’t 
need to worry about unplanned medical expenses. And the paperwork that 
Medicare beneficiaries find so burdensome is dramatically reduced in this 
environment. 

The experience of our plans and others like them in the private sector 
has been positive for both Medicare beneficiaries and the plans. However, 
the plans have not flourished to the point of providing marked savings to 
Medicare because there are serious barriers to full private health plan 
integration. 
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We can only offer these plans through Medicare’s health maintenance 
organizations and competitive medical plans rule. This provision does not 
fully foster private health plan participation because: 

• Throughout the United States, the Medicare managed care payment 
rate is based on the Average Adjusted Per Capita Cost (AAPCC) in 
each area. Many of us have long recognized the problems inherent 
in this payment methodology, including fairly reflecting what 
Medicare is paying in the fee-for-service system, and adjusting 
payments for a beneficiary's particular health status. 

• The Medicare beneficiary has no incentive to choose a managed care 
plan except in instances where additional benefits are provided. 

And a managed care plan whose health benefit costs are lower than 
the AAPCC cannot reduce its price, but rather must make up the 
difference with increased benefits. This not only costs the 
government more but also does not encourage the senior to be a 
prudent purchaser. 

• The definition of a managed care plan is unduly restrictive, and does 
not allow the flexibility generally to offer such plans as POS and 
PPO’s, with the exception of the 15 Medicare Select States, and that 
is only for Medigap coverage. 

Because of the way in which the rates are set, the lack of incentives for 
beneficiaries, and the definition of managed care plan, only a few Medicare 
beneficiaries are now able to obtain the benefits of managed care. 

The nation has taken a half step toward the goals I outlined earlier. 

With the work of this committee, and the positive reform statements of 
Speaker Gingrich, there is a ripe opportunity to complete the journey 
toward a modem Medicare system that is integrated with the private health 
care system. 

Rather than having government mandate what care should be provided. 
Medicare beneficiaries and their doctors and other practitioners are the 
best judges. Let them choose among various plans on the basis of which 
plan they believe provides the most appropriate care. And there ought to 
be standard quality and performance measures, with public information 
and accountability. 

To accomplish this. Medicare beneficiaries should be given a voucher 
from the government to choose among the full spectrum of health plan 
options that many private sector employees now enjoy. 

Initial voucher amounts should be based on an improved AAPCC 
methodology. As soon as a sufficient number of managed care plans have 
entered a local Medicare market, HCFA then should set the voucher 
amount at the average price of the health plans in that area, based on a 
bidding process. Plans whose rates are above the designated voucher 
amount would charge beneficiaries the premium difference, whereas plans 
whose premiums are below the voucher amount could rebate the difference 
to the beneficiary. 
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All of these reforms can work on a much bigger scale if cumbersome 
statutory impediments are removed. HCFA makes the process straight 
forward for all players, and we are not shackled in our ability to do what 
we do best: organize and deliver quality health care services. 

Medicare beneficiaries will need to have useful and valid means of 
assessing quality and value across the competing health plans, so that they 
may choose the right one for themselves. Accreditation by groups such as 
the National Committee for Quality Assurance (NCQA), and performance 
measurement tools such as Health Plan Employer Information Set (HEDIS), 
would provide consumers the tools to make informed choices. 

To sum up, again, I oppose forcing older Americans to leave 
traditional Medicare in favor of private health plans. What I do support is 
offering them choice, and making it easier for them to exercise that choice. 
Do not take away the vanilla-variety Medicare system. Just give 
beneficiaries a choice. 

And further, this strategy fits with your efforts to constrain the cost of 
the traditional Medicare program, giving beneficiaries the incentive to 
make cost-effective choices for themselves. 

The bottom line is that private plans can prove effective in meeting the 
needs of Medicare beneficiaries, and as they do. Medicare will be gradually 
converted into a cost-effective, quality program based on private plans. 

Thank you Mr. Chairman and members of the committee for your time. 
I would be happy to answer any questions you might have. 
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Chairman Thomas. Thank you very much, Dr. Roper. 

Mr. Schaeffer. 

STATEMENT OF LEONARD D. SCHAEFFER, CHAIRMAN AND 

CHIEF EXECUTIVE OFFICER, BLUE CROSS OF CALIFORNIA 

Mr. Schaeffer. Good morning, Mr. Chairman, and thank you for 
the opportunity to be with you this morning. I would like to ask 
that my prepared oral statement and written statement be in- 
cluded as part of the hearing record. 

Chairman Thomas. V^^ithout objection. 

Mr. Schaeffer. The Medicare program has accomplished an 
enormous amount in the last 30 years. As we contemplate changes, 
we must keep this in mind. We also have to recognize that the pro- 
gram is built on a 1965 fee-for-service model that has not kept up 
with developments in the private market, namely the move to man- 
aged care. 

In my limited time this morning I would surest that the com- 
mittee focus on restructuring two components or the Medicare pro- 
gram. First, the Medigap market for supplemental benefits, and 
second, the way that Medicare purchases benefits. 

The Medigap market provides one opportunity for immediate ac- 
tion. In this market millions of seniors make local choices about 
their health care coverage based on real local options. We can har- 
ness those local market forces to the advantage of the Medicare 
beneficiaries and the Federal Government. We need to create a 
more competitive supplemental market by allowing more choice, es- 
pecially choice built around managed care alternatives. 

Our experience with Medicare Select shows that managed care, 
including PPOs, lowers costs to beneficiaries and to the govern- 
ment. Medicare Select also improves quality, and expands access to 
providers beyond those that accept Medicare assignment. 

Let me briefly describe our Medicare Select program. Medicare 
Select from BCC in California is a Medigap PPO. Individuals re- 
tain basic Medicare coverage and can still go out-of-network. It is 
the best of both possible worlds. 

The PPO network is made up of carefully selected hospitals, in- 
cluding some of the State’s premier institutions, such as Stanford 
University, and 40,000 physicians. For hospital care, the bene- 
ficiary pays no part A deductible in-network; however, they can 
still go out-of-network but have to pay the deductible. 

For physician service, in-network, we cover the $100 part B de- 
ductible, and there is no balance billing. Copayments are limited 
to $5 per visit. Out-of-network, the beneficiary pays the $100 de- 
ductible; we cover the 20-percent copay — and the member is subject 
to balance billing. Other benefits such as a 24-hour personal health 
adviser often are included in our plans. 

The reason Medicare Select works is simple. Members are given 
incentives to use network providers whose practices are lower in 
cost and higher in quality than the norm. When beneficiaries stay 
in-network, significant savings accrue. Maximizing the potential of 
the supplemental market depends on allowing and even encourag- 
ing managed care plans to design Medicare Select alternatives that 
contain incentives to increase in-network utilization. This is the 
best possible use of private markets. The government maintains a 
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role in oversight and funding, but saves money because of bene- 
ficiaries’ purchasing choices and the private marketplace’s down- 
ward pressure on cost and utilization. 

The first step in Medicare reform, therefore, is to make Medicare 
Select permanent. The broader issue is Medicare’s role as a pur- 
chaser of care. If Medicare is to provide coverage comparable to 
what is available to the rest of the population, substantial changes 
must be phased in. 

Let me review a long-term approach and some practical short- 
term actions for beginning to get us there. Over the long term we 
should aim to phase in a Medicare program that will meet the fol- 
lowing standards. Individuals should have a choice of qualified 
health plans. Medicare as a plan sponsor should set its payment 
level based on premium levels in the local market, paying some 
percentile of the premiums charged by health plans. And given the 
fiscal realities in Washington we recognize that payment, like con- 
tributions from large employers, will be constrained. 

Over time beneficiaries would pay the difference between the 
premium of the plan they choose and the standard government 
payment level, paying more if they choose a high-priced plan and 
less if they choose a low-priced plan. 

Now, there are an infinite array of pro^ammatic and political is- 
sues to consider as part of such a major restructuring. While the 
philosophical debate is appealing to many, it is successful imple- 
mentation that is important. 

The practical reality is that you can’t enact or implement long- 
term structural change all at once. If there is any lesson from the 
health care reform debate, it is that planned incremental change 
is the most viable course of action. 

Let me outline a two-stage plan for legislative action. 'The first 
phase is to enact a package of incremental steps this year. First, 
make the Medicare Select program available to beneficiaries in all 
50 States. 

Second, revise the definition of health plans that can compete to 
serve the Medicare population. HMOs are no longer the only man- 
aged care entities with a proven track record. Many other managed 
care arrangements, including PPOs and point-of-service products, 
are effective and should be available to beneficiaries. 

Third, begin to demonstrate and test implementation of three ap- 
proaches that are critical to the future: These approaches include 
testing Medicare payment levels that are based on competitive pre- 
miums. 

They also include testing methods to allow beneficiaries to com- 
pare the costs of the imderlying Medicare fee-for-service system 
with the cost of competing health plans. 'This would require dem- 
onstrations in which the Medicare fee-for-service plan is a compet- 
ing plan itself. Let it compete with the private sector. 

Another approach is to test methods for making payments to em- 
ployment-based retiree health plans so that retired individuals 
don’t have to switch plans but can continue to get benefits in the 
plans they are accustomed to. 

Finally, set up a rigorous monitoring process and prepare to 
change and change rapidly. If we are to proceed with structural 
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change, meaningful change, we need to be able to make corrections 
as we move through time. 

The second phase is harder to define because it depends on the 
findings in the first phase. In general, it would involve phasing in 
a more competitive Medicare pricing system based on tiie results 
of the demonstrations. 

In addition, considerations should be given to implementation of 
payments for employment-based health plans, and further expan- 
sion of the definition of participating health plans. 

Mr. Chairm^, it is the combination of a long-term direction cou- 
pled with realistic annual implementation steps that will result in 
continuous improvement in the Medicare program. Blue Cross of 
California will be pleased to work with the committee as you pur- 
sue the difficult tasks that lay ahead. 

I will be happy to answer any questions you might have. 

[The prepared statement follows:] 



362 


TESTIMONY OF LEONARD D. SCHAEFFER 
BLUE CROSS OF CALIFORNIA 

Good morning, Mr. Chairman, members of the Subcommittee. 
My name is Leonard Schaeffer and ! am chairman am) CEO of Blue 
Cross of California (a non-profit public benefit corporation) and 
Chairman and CEO of WefiPoint Health Netwoiics, Inc* (a publicfy- 
traded company). Our companies serve older Americans as a 
Medicare Risk Contractor, an authorized Medicare 
Supplement/Medicare Select provider, and as a Medicare 
Intermediary. 

Let me begin by thanking you for inviting me to share my 
thoughts on improving the federal Medicare program. My remarks 
reflect lessons I have learned from working in both the public and 
private health care arenas. 

On the public sector side, I have served as the Administrator of 
the Health Care Financing Administration (HCFA) and as: 

• Health, Education, and Welfare (HEW) Assistant Secretary for 
Management and Budget; 

• Director of the Bureau of the Budget for the State of Illinois; and 

• Deputy Director for Management. Illinois Department of Mental 
Health and Developmental Disabilities. 

My private sector e3q)erience includes my current roles at Blue 
Cross and WellPoint and service as President of Group Health, Inc., a 
large staff model HMO in Minnesota. 


Lessons Learned from the Public and Private Sectors 

The most important lesson I have learned is that health care is a 
locally delivered and locally consumed service. This simple 
observation helped me to understand the frustrations I often 
encountered as a HCFA Administrator. 

Large government institutions want stability, predictability, and 
control so they enact rules to standaidhse processes not just for 
government activities, but for the private sector as well. Tbe problem 
is that if you are in the business of financing or delivering health 
services to diverse and rapidly changing populations you must be 
flexible enough to be responsive to varying consumer and provider 
demands. 

A second observation is that there is a tendency to 
underestimate the ability of the public to make health care decisions 
And there is an even greater tendency to underestimate the desire 
and ability of older Americans to make good choices for themselves. 
Contrary to this belief, older Americans are among the most 
knowledgeable and informed consumers. 

In looking at the future of Medicare, most of the discussions to 
date have focused on how Medicare can make better use of managed 
care as a purchaser of the Medicare benefit package. 

That perspective is very important. You will hear a lot of very 
good testimony today on that subject because it makes sense to most 
of us in the health care system that Medicare should move rapidly 
from its anachronistic traditional fee-for-service model to today’s 
managed care approach. 

Based on my experience, however. I would suggest that it is also 
appropriate to view Medicare reform from the perspective of seniors 
as informed purchasers of health care. If we do so, we will begin to 
ask different questions that lead to new ways of achieving our goals of 
expanded choice and provider access, high quality of care, and lower 
costs. 
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Creating a More Competitive Supplemental Medicare Market 

Viewing seniors as purchasers leads us to explore the “real" 
market in which seniors are making local choices about their health 
coverage based on local options. This real market is not Medicare 
alone, or just Medicare Risk HMDs, but the Medicare supplemental 
market (sometimes referred to as the "Mediga^)" market). This 
private market is a place where Medicare can take advantage of proven 
managed care models (including flexible PPOs and other 
arrangements) that lower costs, enhance quality, and expand access to 
providers beyond those that accept Medicare assignment. 

Real savings accrue when managed care plans can design 
Medicare SeI«A alternatives that contain incentives for beneficiaries 
to use selected provider networks for their supplemental and primary 
(i.e. Medicare) medical coverage. 

In addition, managed care plans should be given the opportunity 
to perform the program safeguard activities of Medical Review and 
Provider Audit. These companies could then supplement or replace 
these activities with more industry typical pre-service utilization 
management, case management, and disease state management 
techniques. In a competitive market, these programs will be much 
more effective and lower supplemental premiums, while saving money 
for the Medicare program. 


A Closer Lo<A at the Supplemental Market 

The vast majority of Medicare beneficiaries have supplemental 
coverage. Health plans have entered this market to compete for the 
opportunity to cover the growing costs that Medicare does not pay. 
Although Medicare is covering less every year, the competition in the 
supplemental market ensures that health plans find ways to control 
these cost and provide coverage at affordable rates. 

It bears repeating that this is a real market— millions of older 
Americans choosing to buy coverage with their hard-earned money. 
These are out-of-pocket premiums, not government subsidized 
payments. This market is not that much different than the under 65 
In^vidual market except that, like Medicare, it has been largely fee- 
for-service. 

Only very recently, with the advent of the Medicare Select 
Demonstration, has the government begun to permit options for 
beneficiaries to join private health plans that compete to develop low- 
cost, high quality provider networks, incorporate managed care, 
enhance the benefits, and, as a result, lower beneficiary premiums for 
supplemental benefits. 

Nationalty. over 440.000 seniors have chosen Medicare Select as 
an alternative to other types of supplemental coverage. Purchasing a 
supplemental policy offered through managed care networks can save 
seniors 10 to 37 percent over traditional fee-for-service supplemental 
products. Fcff individuals living on a fixed income, saving as much as 
$25 per month and $300 per year is significant. 

The reason Medicare Select works is simple— the provider 
networks that are central to the success of managed care plans 
include provider vdiose practices are demonstrably lower cost and 
higher qualify than the norm. If the market is allowed to evolve, more 
and more managed care features will be employed, creating more 
savings, flexibility, and choice. 
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Our Experience in California Hae Shown That: 

• Medicare Select saves seniors money through premiums that are 
lower than traditional fee-for-sendce supplemental products. 

• Medicare Select also saves the taxpayer money as well. 

Medicare Select members benefit from having the best network 

providers linked together to create an efficient, coordinated S 3 rstem of 
care for delivering both their supplemental and primary medical 
coverage. These savings are passed on to the beneficiaiy and also to 
the federal government because these private market utilization 
changes spill over into the traditional Medicare market- Medicare 
does not have to intervene. If you give this market a chance to work 
nationally, the federal government will save even more. 

Analysis of BCC data on our population of Medicare 
Supplement/Medicare Select members show that savings accrue to the 
government when seniors use in-network providers. Specifically, we 
have found that for 1993: 

• The cost of medical services per admission for network 
providers was 20% lower than for non-network providers. 

• The average length of stay for network providers was 50% lower 
than for non-network providers. 

Our experience with Medicare Select indicates that 70% of 
services are rendered by network providers, 30% by non-network 
providers. 

The federal government can thus use market forces that exist in 
the supplemental market to the advantage of the Medicare program. 

It is the best possible use of private markets— the government's 
involvement is limited to plan certification, but the government saves 
money because of beneficiaries' purchasing choices and the private 
marketplace’s downward pressure on cost and utilization. 

The first step of Medicare reform, therefo^'e, is to make 
Medicare Select permanent. 


BCC's Medicare Select Products ^ One Company’s Example 

Blue Cross of California (BBC) provides services to seniors 
through multiple supplemental options. About hall our senior 
membership remain today in pre-OBRA, non-standard plans and in 
post-OBRA standard supplemental plans. Between our 3 Medicare 
Select products, we serve nearly 90,000 members, with 24,000 
members enrolling in the last twelve months. 

These products provide senior members with access to: 

• Nearly 40,000 physicians (half of which are specialists) with 
no balanced billing to beneficiaries; 

• Providers beyond those that accept Medicare assignment. 

• Carefully selected providers that meet our quality and 
credentialing standards; 

• Physician management of episode of care, including 
appropriate utilization and specialty referral, 

• Formal administrative, clinical, and peer review of the 
quality and appropriateness of care; 
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• Continual improvement of network performance resulting 
from detailed analysis of more than 30 million claims 
annually; 

• Enhanced benefits that include outpatient prescription drugs, 
and a range of home health, home support and custodial 
services; and 

• State-of-the-art fraud and abuse detection and profiling. 

Our satisfaction surveys for 1994 demonstrated that, overall, our 
senior members were highly satisfied. Our Medicare Select members 
were even more satisfied than members in our other supplemental 
plans. 


Consequences of Ending Medicare Select 

As you are aware, Medicare Select expires June 30, 1995, 
effectively freezing enrollment. Clearly this would negatively impact 
hundreds of thousands of seniors nationally who would see their 
premiums dramatically increase because keeping the program 
affordable depends on continually attracting new members. It would 
also eliminate an important, successful, and very flexible managed care 
option at a time when seniors are demanding more choices, not less. 

As these hearings indicate, there is intense interest in private 
sector innovations with potential to improve the Medicare program. 
Medicare Select is an example of such innovation— applying managed 
care principles to supplemental coverage— which has proven 
successful. Let's extend the program now. Tying the continuation of 
Medicare Select to the more lengthy process of comprehensive 
reform of Medicare would threaten the future of supplemental 
coverage built around choice. 


Concerns with Recent Proposals to Improve Medicare Select 

The recent RTI report contained some criticism of the 
Medicare Select program. While I do not seek to minimize such 
criticism, the program was evaluated in its infancy and RTI itself 
cautions that "the results are in many ways preliminary." The program 
has evolved positively and many of the RTI findings no longer apply. 
For example, our Medicare Select options are now in compliance with 
NAIC standard plan designs. We have eilso been approved to market a 
unique “second generation" Medicare Select product offering even 
better benefits. 

The potential rush to “federalization" of a very young program is 
a concern. State regulators are better equipped to oversee their 
respective managed care markets in a way Uiat protects consumers, 
but also fosters the innovation necessary to serve different markets. 

Applying the Section 1876 provisions for Medicare risk 
contractors to a program providing supplemental coverage, not 
primaiy medical coverage, is a second concern. Overlaying these 
provisions would be duplicative in some areas and inappropriate in 
others, creating conflict and confusion. A better approach is to 
develop provisions specific to Medicare Select. Already the Blue 
Cross/Blue Shield Association has delineated four appropriate areas on 
which to concentrate: 

• Ebcplanation of restrictions/procedures for out-of-network and 

out-of-area coverage 


Accessibility of providers included in the network 
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Quality assurance to ensure availability of high quality care within 
the network 

Grievance procedures pertaining to out-of-network coverage in 
emergencies or during travel to areas not served by the network 


Conclusion 

The first priority with respect to Medicare Select should be 
kept simple-- make the program permanent and available in all 50 
states. This is the thrust of the Johnson (H.R.483) and Chafee bills 
(S.198). Once seniors can rest easy that this popular program is safe, 
we can assess potential ways to improve it. Heith plans offering this 
managed care option are certainly willing -- even eager-- to work with 
Congress and HCFA to make the program better. 
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Chairman Thom^^. Thank you very much. 

Rather than bemn the questioning at this point, can we go vote 
and come back? We will be back as soon as we can. 

The committee stands in recess until we return from the vote. 

[Recess.] 

Chairman Thomas. The subcommittee will reconvene. 

The gentleman from Washington may inquire. 

Mr. McDermott. Thank you, Mr. Chairman. 

I would like to ask a couple questions. I suppose it is perhaps 
a tad imfair, but you know this is a great game here; you were 
both at HCFA for a long time. Why when you were there didn’t you 
institute this managed care business? Because you know and I 
know that this Communist plot started in the Northwest in 1947, 
as Group Health of Washington. The doctors were so reviled that 
they couldn’t even get into the medical association, they had to sue, 
ana it went all the way to the State supreme court. So this is not 
a new idea of managed care, and 

Dr. Roper. Sure, 1 will be happy to answer your question. 

I don’t want to put too fine a point on it, but in the mid and late 
eighties, the latter part of the eighties when we were pushing this, 
the makeup of the Congress was different than it is today. We pur- 
sued an agenda that fell on deaf ears before this committee. 

Mr. McDermott. You are saying at that time Democrats resisted 
socialism? 

Dr. Roper. No, sir. 

Mr. McDermott. Is that what you are saying? And now the Re- 
publicans are throwing themselves into it? 

Dr. Roper. The leadership of the committee resisted changing 
the program in the constructive ways that I and others will argue 
for before you today; that is, removing the unnecessary statutory 
and then regulatory impediments to making this happen. 

Mr. McDermott. Give me the arguments they gave. What was 
their argument? 

Dr. Roper. Essentially that managed care is somehow a sinister 
force that is going to do bad things to senior citizens, when in fact 
the senior citizens that we do have enrolled in managed care plans 
tell us and others that they are veiy satisfied, very happy to be 
there. 

Mr. McDermott. Mr. Schaeffer, you have had other experiences 
besides your present position, actually running a big HMO. What 
is your belief, or do you have any belief that there should be any 
limitation on the profit that people take out of the health care sys- 
tem? You ran a not-for-profit. 

Mr. Schaeffer. Right. Well, I think the problem in health care 
is that doing what we are being asked to do is very, very difficult. 
There is a lot of good health policy work that has been done in this 
city and others that talks about what ought to happen to improve 
the health care system in terms of cost and accessibility, and it 
turns out that it is very, very difficult to do, and what has hap- 
pened over time is that organizations that have been able to do 
that have attracted, you know, investors’ interest. So there are peo- 
ple that now see that bringing a lower cost, higher quality product 
to the market has value, and so you have for-profit players in this 
business. 
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I think the market will control the profitability because you have 
to be competitive. And, you know, companies that are excessively 
profitable, whatever that means, probably won’t be able to compete, 
but companies that are able to control costs and to assure acces- 
sibility will do very well. 

Mr. McDermott. Are you suggesting that the company that is 
making 20-, 30-percent profit and advertising it in their pro- 
motional material for selling stock are short lived, that they are 
going to be short lived, or are you sa^ng that they are grabbing 
and running? How do you explain that? 

Mr. Schaeffer. I am saying neither. There is ironv in making 
me the poster child for for-profit companies, but, you know, it has 
been 

Mr. McDermott. You mean you haven’t been profitable? 

Mr. Schaeffer. No, meaning that I have not been in that situa- 
tion for very long. But 

Mr. McDermott. That is why I got you instead of Mr. Roper. 

Mr. Schaeffer. I think if you look back, when I was in HCFA 
the issue was for-profit hospitals, were they OK or not OK, and I 
think everyone looked at them ve^ carefully and foimd that, you 
know, the quality and the accessibility was there for most of them, 
and that if they could compete successfully with a not-for-profit 
hospital, there was probably some added value, and I think that is 
still the case. 

The difficulty is that today to really be an effective managed care 
company takes technolo^ as well as people, and investors I think 
have found ways to gather excellent technoloCT and excellent peo- 
ple, make a big investment, and see the result. It is very difficult. 

Mr. McDermott. Let me ask you a question before my time runs 
away. End-stage renal disease — I asked Mr. Vladeck about it — do 
you think your company is ready to take those people into your 
health care system? 

Mr. Schaeffer. It depends on the rules under which 

Mr. McDermott. You offer a policy. 

Mr. Schaeffer. Unlike some of the comments that were made 
earlier here about the private sector not covering people, in Califor- 
nia we have a government program that was specifically set up for 
so-called uninsurable individuals, and 

Mr. McDermott. What is the premium? 

Mr. Schaeffer. I don’t know, but I can bring it. It is higher than 
it is for other people because the costs obviously are higher. 

['The following was subsequently received:] 
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California Bfajor Risk Medical Insurance Program: 

Access to Private Health Plans fox Underserved Californians 

The Major Risk Medical Insurance Program (MRMIP) offers affordable state-subsidized 
health coverage ‘o Individuals unable to secure adequate private coverage due to their 
health status. The program is funded by an annual allocation of $30 million in 
Proposition 99 tobacco tax funds. 

Program Design 

Choice of benefits plus subscriber cost-sharing mean affordable premiums. 

• Comprehensive benefits including preventive, primary care, maternity care, 
preventive care for children, mental health care, and emergency care. 

• Out-of-pocket expense in limited to $2,000 per member or $3,000 per family unit 
per calendar year, this Includes $500 deductible and co-insurance. Program 
benefit is $50,000 annual maximum and $500,000 lifetime maximum. 

Partnership; state provides subsidy, while health plans assume underwriting 

risk. 

• Subscribers pay a premium equal to 125% of the carrier’s standard average 
Individual rate. The state subsidizes the balance of the set premium to the 
carrier. BCC is the only health plan on full risk for this program. 

Principles of maiuged competition work to create a successful, growing 

program. 

• Subscribers choose from seven competing managed care health plans Including 
both PPOs and HMOs. 

Program Statistics tJune. 19951 

• 19,235 enrollees 

• 43.439 applications 

• 1 .000 persons on waiting list 

Blue Cross of California (BCCl Participation 

• BCC offers an interim plan for those on the MRMIP waiting list; currently 330 
enrollees. 

• BCC is the program administrator for the State as well as a participating health 
plan offering a PPO product. 

• BCC covers and solely underwrites the health risk for nearly 70% of total 
enrollees. 

• BCC consistently offers lowest rates regardless of geographic region. 


June 13. 1996 
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California Major Risk 
Medical Insurance Program 


Area 1 

Counties; Alpine. Amador, Butte. Calaveras. Colusa, Del Norte. £1 Dorado. Glenn. Humboldt, Inyo, Kings, Lake, 
Lassen. Mendocino, MtKJoc, Mwk), Monterey. Nevada. Placer, Plumas. San Benito, Shasta. Sierra, Siskiyou. Sutter, 
Tehama, Trinity. Tulare, Tuolumne, Yuba, Yolo. 



Subscriber Only 

Subscriber + 1 Dependent 

Age 

BC 

BS 

KPNC 

PM> 

BC 

BS 

KPNC’ 

PM* 

<15 

$71.25 

$93.00 

$72.27 

$140.52 

$126.25 

$171.00 

$185.45 

$316.79 

15-29 

$92.50 

$93.00 

$ 89.51 

$149.51 

$168.75 

$171.00 

$185.45 

$329.30 

30-34 

$1 13.75 

$128.(» 

$1 1 1 -82 

$162.92 

$205.00 

$2^.00 

$216.18 

$346.05 

35-39 

$121.25 

$128.00 

$120.00 

$171.08 

$220.00 

$239.00 

$229.09 

$372.44 

40-44 

$123.75 

$136.00 

$124 09 

$214 45 

$228.75 

$266-00 

$235.90 

$427.46 

45-49 

$138.75 

$136.00 

$129.54 

$266.52 

$255.00 

$266.00 

$249.54 

$505.88 

50-54 

$165.00 

$193 00 

$154.09 

$32595 

$301.25 

$383.00 

$298.63 

$616.00 

55-59 

$188.75 

$19300 

$190.91 

$459.70 

$342.50 

$383.00 

$368.17 

$852 18 

60-64 

$223.76 

$241.00 

$216.81 

$614.21 

$401.25 

$483.00 

$426.81 

$1,132.79 

65-69 

$250.00 

$296.00 

$242.72 

$703.37 

$450.00 

$595 00 

$475.90 

$1,313.89 

70-74 

$263,75 

$358.00 

$256.36 

$666.81 

$473.75 

$715.00 

$503,17 

$1,648.08 

75 -F 

$278.75 

$424.00 

$271.36 

$1,074.82 

$501.25 

$846.00 

$533.17 

$2,039.99 


’ Kaiser Permanenie Nonhern Ctfifomia ava>laDte only lo residents in titese ziD codes >n these counties' 

Amador— 95640 and 95669. 

El Oora<ta-956IS 14. 956t9. 95623. 95633 35.95643. 956St. 95664. 95667. 95672.95882. artd 95727; 
KlnB4-93230, 

Pla«ef-956Q2-CM. 95648. 95650. 95658. 95661 . 95663. 95677-76. 95681. 95703. 95722. 95736. 95745-47, and 95765. 
SuKer-9S622. 95659. 95666. and 95674. 

Tulare-936 1 8. 93666. and 93673; 

Yolo— 9560S. 95607. ^12, 9561^18. 9S64S. 95691 . 95694-95. 95697-98. 95776. and 95796-99, 

Vutta-95692. 95903. and 95961. 

2 PM GrouD avaiiabta only m El Dorado, Kings. Mendocino. Placer, and Tulare Counties. 


Area 2 

Counties: Fresno, Imperial. Kern, Madera. Mariposa, Merced, Napa. Sacramento. San Joaquin, San Luis Obispo, Santa Cruz. Solano, 
Sonoma, Stanislaus. 



Subscriber Only 

1 Subscriber + 1 Dependent | 

Age 

BC 

BS 

KPNC’ 

MC* 

PM» 1 

BC 

BS 

KPNC* 

MC^ 

PM* 

<16 ' 

$72,50 

$93.<W 

$73.63 

$94.99 

$144.17 

$132.50 

$179.00 

$189.54 

$202.53 

$325,37 

15-29 I 

$92.50 

$93.00 

$ 91.36 

$202.03 

$15338 

$175-00 

$179.00 

$169.54 

$430,72 

$338.23 

30-34 

$113.75 

$128.00 

$107.73 

$215 31 

$167,15 i 

$208,75 

$239 00 

$211.36 

$459.07 

$355,41 

35-39 

$122.50 

$128 00 

$122.72 

$219.69 

$175.51 

$226.25 

$239.00 

$233.18 

$468.09 

$382.52 

40-44 

$130.00 

$145.00 

$128.18 

$242 77 

$220 03 

$240.00 

$283,00 

$241.36 

$517,59 

$438.98 

45-49 ^ 

$150,00 

$145,00 

$140.45 

$291.31 

$273.45 

$276 25 

$283 00 

$271.36 

$621,10 

$519,51 

50-54 

$183,75 

$218,00 

$169.09 

$365 20 

$334.43 

$332.50 

$423.00 

$328.63 

$778.64 

$632,59 

55-59 ; 

$210.00 

$218.00 

$210 00 

$500 29 

$471.61 

$376.25 

$423.00 

$407.72 

$1,066.68 

$875,11 

60-64 

$236.75 

$255.(X) 

$225.00 

$690.28 

$630.15 

$422.50 

$500.00 

$441-81 

$1,471.74 

$1,163,27 

65-69 

$263,75 

$314.00 

$249.54 

$882 38 

$721.60 

$472.50 

$616,00 

$492.26 

$1,881,32 

$1,349.25 

70-74 ! 

$278.75 

$379.00 

$264.54 

$1,072-37 

$889.29 

$497.^ 

$741.00 

$520.90 

$2,286.39 

$1,692-47 

75 -f 

$295,00 

$448.00 

$280.90 

$1,378.45 

$t. 102.70 

$527.50 

$878,00 

$550,90 

$2,939.00 

$2,094.94 


3 Kaiser Permanents Norther n Cafiiorrvia avaltiUile only to rssMlerm in these zq> codes in these countres; 

Preeno-93242, 93602, 936«-07. 93609, 93611-13, 33616, 93624-27.93630-31 . 93646, 93646-52. 93654, 93656-57, 33660, 93662. 93867-68, 93675, 93701-94, and 
93844-68; 

Madera-93637-39 and 93645; 

N«pe— 34508. 94515. 94568-53. 94562. 9A567. 945^-74. 945^. 94581. and 94599, 

Sacramento— AH zip codes; 

Sen Joaquin— All zip codes: 

Solano— All zip cades, 

Swiorw-9^22-23. 94927-28.34931.94951-55. 94872.94976. 95«3!-09. K413.«4 16. 35419. 95421,95425, 9543001,95433. 95436.95439.95441-42. 9S444. 354iS. 
35448. 95450, 954S2. 95462. 95465, »471-73. 96476.95466-87. 96492. 

4 Uanicare available only lo residents in these zip codes n these counties; 

Freeoo-93602-09, 93611-13.93616, 93621-33. 93641. 93648, »648-52. 93654-62. 93667-88. and 936^93688; 

Same Cna— SSODI , 95003. 95005-07. 95010, 95017-19. 9S060e7. aid»073-77. 

Solano-94510, 94512,94533, 94535, 94571 , 94585, and 94569-92. 

5 PM Group avaHabteonly m Fresno, imperial. Kern. Madera. Napa. SacrameiVo. San Joaqum. S»» Luts OlBsoo.SarHaCruz. Solano Sonoma, and Stanislaus Counties 
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Monthly 

Rates 


Subsci^)W&2+ Depmdents 

BC 

BS 

KPNC* 

PM* 

$182.50 


^64.54 

$472.03 

$280.00 

$276.00 

$264.54 

$484.54 

$331.25 

$353.00 

$297.27 

$604.99 

$348.75 

$353.00 

$319.08 

$673.58 

$352.50 

$363.00 

$323.18 

$771.56 

$376.25 

$363.00 

$331.36 

$648.39 

$420.(X) 

$461.00 

$370.90 

$934.44 

$460.00 

$461.00 

$429.54 

$1,098.36 

$510.00 

$533.(» 

$471.81 

$1,288.19 

$571.25 

$645.00 

$^.35 

$1,469.34 

$601.25 

$765.00 

$557.72 

$1,803.63 

$637.50 

$896.00 

$590.44 

$2,195.63 


Subscriber & 2 Dependents 

BC 

SS 

KPNC* 

MC* 

PM* 

sm.oo 

$263.00 

$275.45 

$289.36 

$485.02 

$291.25 

$283.00 

$275.45 

$615,40 

$497.86 

$348.25 

$368.00 

$313.63 

$655.91 

$621.67 

$368.25 

$368.00 

$321.81 

$668.77 

$698.34 

$^7.50 

$376.00 

$328.63 

$739.51 

$792.81 

$395.00 

$376.00 

$342.27 

$744.25 

$871.76 

$447.50 

$493.00 

$398.17 

$1,112.48 

$360.02 

$486.25 

$493.00 

$479.93 

$1,524.02 

$1,128.28 

$K3.75 

$543.00 

$492.26 

$2,102.77 

$1,323.13 

$586.25 

$6S9.(» 

$548.17 

$2,687.94 

$1,509.17 

$617.50 

$764.00 

$580.90 

$3,266.68 

$1,852.49 

$653-75 

$920.00 

$614.99 

$4,199.12 

$2,255.07 


BC = Blue Cross BS » Blue Shield CC « Contra Costa Health Plan KPNC « Kaiser Permanente Northern California 

KPSC * Kaiser Permanente Southern California MC » Maxicare PM * PM Group 
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Mr. McDermott. So if we gave you the ability to segment into 
those who are high cost or high users and left you with the other 
people, you could handle it as long as we gave you the ability to 
segment? 

Mr. Schaeffer. We take all comers in California. We have a 
guarantee issue program that takes anyone. 

Mr. McDermott. It sounds like you have a program specifically 
for high-cost people. 

Mr. Schaeffer. It was started as a government program and we 
asked permission to take it on as a private product, and the gov- 
ernment ran out of money to fund the program, and we now make 
it available as a private product from our company. 

Mr. McDermott. I would love to see the information. I think the 
committee would like to see that. 

[The following was subsequently received:] 
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GUARANTEEING ACCESS TO HEALTH COVERAGE 
Blue Cross of California's Guaranteed Coverage Program 

D. Mark Weinberg 
Executive Vice President 
Blue Cross of California 

Since Blue Cross of California announced its Guaranteed Coverage Program last 
year, roughly 151,000 individuals have enrolled. The Guaranteed Coverage Program 
provides health coverage to any uninsured applicant, regardless of health condition. 
Depending on the individual's health condition. Blue Cross places applicants into one 
of four levels of coverage. Benefits and premiums for each level of coverage vary by 
age, region and severity of health condition. 

Some 13,200 previously uninsured members accepted into two of the four levels of 
coverage probably would have been denied coverage by other carriers since no other 
health plan or insurer in the State offers a program remotely similar to this one. 
Industrywide, between 10 and 15 percent of individual applicants are denied health 
benefits. Not so at Blue Cross. No uninsured individual applicants are denied. 

The program's design is simple: different levels of coverage and premiums for 
different levels of health conditions. Level I provides the variety of both PPO and HMO 
managed care plans currently offered by Blue Cross to individual purchasers. Level 
lA, costing 20 percent more than Level I coverage, but providing the same broad 
choice of plans as Level I. covers individuals with health conditions such as ulcers and 
skin cancer. Level II provides two plan choices with higher patient out-of-pocket cost 
requirements to customers with higher medical risks, for example, diabetes and 
hypertension, and costs approximately 50 percent more than similar Level I plans. 
Level III offers a single plan option with higher patient out-of-pocket cost requirements 
and is designed for those uninsured individuals with severe chronic and acute medical 
conditions who have been declined coverage in the past by another health plan. This 
plan costs about 50 percent more than the comparable Level 11 plan. 

The company has determined that since the program's inception, 91.2 percent were 
accepted into Level I, 6 percent for the new Level lA, with the remaining 4 percent 
divided between Levels II and III. None have been declined. The bottom line here is 
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that Blue Cross took thousands of individuals with health conditions and provided 
them with the most affordable level of coverage and did not turn away any uninsured 
individual applicant. 

Other health plans providing coverage for individuals might accept members in Blue 
Cross' ‘Level I" plans. Those with health conditions would have few or no 
alternatives. California law prohibits carriers from excluding - or waiving -- health 
conditions from their members' coverage. Thus, most carriers usually reject, for 
example, uninsured diabetic or asthmatic individuals applying for coverage. Under 
the Guaranteed Coverage Program, Blue Cross covers these uninsured applicants. 
Individuals in Level III have very serious health conditions such as cancer or AIDS and 
are uninsurable using a traditional approach. Level III is the only such plan offered by 
a private carrier in this State and is designed to complement California's Major Risk 
Medical Insurance Program (MRMIP), a state-funded pool for high-risk individuals, for 
which there is often a waiting list. 

Under California's Major Risk Medical Insurance Program (MRMIP), once a level III 
member has satisfied a typical waiting list process, the state adds a subsidy to 
enrollees worth about 50 percent of the premium for a limited number of Californians. 
The government has a fixed amount of annual funds for MRMIP. When the money is 
gone, enrollment in MRMIP ends. 

Before the Guaranteed Coverage Program, there were no options for those on 
MRMIP's waiting list. Blue Cross is the only health plan to assume 100 percent of the 
risk for individuals before they finally get into MRMIP. Blue Cross also offers health 
coverage under MRMIP, making them one of the few carriers to assume all of the risk 
for these Individuals. Interestingly, over 70 percent of MRMIP enrollees chose Blue 
Cross for their coverage. Under this unique approach to guaranteed coverage, Blue 
Cross' responsibility does not change once the majority of individuals move into 
MRMIP. The Guaranteed Coverage Program covers them before MRMIP and covers 
most of them when they are enrolled in MRMIP. 

This innovative program proves that health plans can guarantee access to health care 
for all individuals, regardless of their health status. The key, however, is that the 
carrier must have the ingenuity to skillfully manage health care while ensuring its 
quality. To date. Blue Cross continues to be the only health plan or insurer in 
California to offer such a program demonstrating the compan/s expertise in managing 
health care. And thousands of Californians have turned to Blue Cross as a result 
making this company the largest individual carrier in the nation. 



Guaranteed Coverage Program Simplified 

Level I - Level I Plus 20% - Level ll - Level 111 
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Chairman Thomas. The gentleman’s time has expired, but you 
are on to something here, and actually I was going to talk about 
it. I am glad you brought it up. 

The contemplating of the unknown in terms of this adverse risk 
selection problem when people of their own choice walk out of a 
system has actually been experienced in California where we had 
a State risk pool. The State refused to fund it because of all of the 
allegations and the risk. It was almost collapsing. The private sec- 
tor said, to their credit, “We will take it on,” and they have done 
just that. They have structured — there is no question it is slightly 
higher, but it is not the scenario that was potentially spelled out 
earlier. It is interesting. I don’t know if any other States have been 
involved in it. 

[The following was subsequently received:] 
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STATE HIGH-RISK HEALTH INSURANCE POOLS 



Year 



Funding 


Oper 

Fiirollces 

‘-.v- 

Source 

Alaska 

1993 

113 

200% 

Assessment 

C alifornia 

1991 

16,785 

125% 

Tobacco Tax 

Colorado 

1992 

2,046 

150-175% 

Tax Surcharge 

Connecticut 

1976 

1,610 

125-15056 

Asses^nent ; : 

Florida 

1983 

3,476 

200-300% 

Assessment 

Georgia 

not 

iunded 

125-150% 

s V Gen Revenue 

Illinois 

1989 

4,693 

135% 

Gen Revenue 

Indiana 

1983 

4,924 

1 Mi% 

_ Assessment 

Iowa 

1987 

1,753 

150% 

Assessment 

Kansas 

19‘I i 

343 

NA 

) Assessment 

Louisiana 

1992 

228 

150-200% 

Pauent Charge 

Minnesota 

1976 

35,296 

12^So 

Assessment 

Mississippi 

1992 

365 

150-175% 

Assessment 

Missouri 

1992 

' 987 ' 

' 150-200% 

Assessment 

Montana 

1987 

289 

150-400% 

Assessment 

Nebraska 

1986 

5;282' 

135% 

Assessment 

New Mexico 

1988 

1,294 

150% 

Assessment 

N, Dakota 

‘19*2 

1438. . 

135% 

Assessment 

Oregon 

1990 

4,09! 

150% 

Assessment 

S. Carolina 

1990 

1437 


Assessment 

S. Dakota 

1994 

NA 

150% 

Assessment 

Tennessee 

“ 1987 

’ 3,411 

150% 

GR 4- Assess 

Texas 

not 

funded 

150% 

Assessment 

Utah 


" , 681 

isori 


Washington 

1988 

4,387 

150% 

Assessment 

Wisconsin 

laai 

12 045 

150"'. 

Assessment 

Wyoming 

1991 

206 

150-200% 

Assessment 


• R^rs to state-imposed limits that premiums at do more than a fixed percentage above the s tandar d premium 
charged by private carriers to low-risk individuals in the state. 


Source: Blue Cross and Blue Shield Associaiton and Communicating few Agriculture, 1994 
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Mr. Schaeffer. Other States have other versions. 

Let me just briefly tell you about an anecdote that happened. 
The State had a veiy limited budget. Only so many people could 
get in. There was a long waiting list. We were involved in admin- 
istering the program. We saw how it worked for a couple of years, 
and we developed a product for people who were on the waiting 
list. And so they are covered by a private insurance plan that is 
very consistent with the government plan until they can get into 
the program, and oddly enough, as a result, the government has 
now seen no need to expand the funding for the program. But it 
is there. 

Chairman Thomas. How long has this been going on? 

Mr. Schaeffer. Mr. Chairman, I would say 2 years, maybe 3. I 
don’t remember. I can get it for you. 

[The following was subsequently received:] 

California’s major risk medical insurance proCTam (MRMIP) has been in place 
since 1989. Blue Cross of California’s guaranteed issue program has been in place 
since 1992. 

Chairman Thomas. So in other people’s terminology, this is a 
blip? We don’t know if it is going to work? 

Mr. McDermott. The one thing he hasn’t told us, though, is the 
premium. Until we see what the premium is, we will have to talk 
about how many people could take advantage of it. 

Chairman Thomas. Understood. 

Mr. Christensen. 

Mr. Christensen. Mr. Schaeffer, your testimony indicates that 
your program is saving the Federal Gsvernment money, yet we just 
heard Mr. Vladeck testify that most Medicare Select programs are 
just discount arrangements, they are not really managed care. 

Can you explain to the committee whether your program can be 
structured to save money, is saving money, will continue to save 
money, or is what Mr. Vladeck said the more accurate statement? 

Mr. Schaeffer. Well, I have talked to Bruce about this on other 
occasions, and I think he said in his testimony that in California 
it does work, and so I hope there is no contention over whether we 
save money or not. I believe that is accepted. I think the question 
is why. I like to think it is brilliant leadership, but I think it is 
a little more complex than that. 

Basically we have a very — or a more mature and a very hotly 
competitive environment, and if you want to look at sort of the way 
HMOs and managed care has evolved there are some theories 
about what happens in the first stage, second stage, and third 
stage. We are at that third stage. 

You cannot be successful in California on the basis of discounts 
alone. That just isn’t enough. You have to go through a process of 
identifying the low-cost, high-quality providers, getting them in a 
network, developing a business relationship with them where you 
are channeling patients, and in return they are giving you appro- 
priate assurances about cost per unit and number of units, and 
when you have built a network like that, when you then take Medi- 
care Select and offer Medicare Select beneficiaries the opportunity 
to go in-network, they get the benefit of the lower utilization in 
that network, and that is what has happened in California, and 
clearly, I believe — I can’t demonstrate it — but I believe that as 
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other parts of the country, you know, mature in terms of managed 
care plans that similar advantages would occur there. 

You might ask Bill. I think he has a national plan. 

Dr. Roper. Medicare Select is a good idea. We support making 
it permanent and nationwide. I would just urge you all to please 
just do that, but that is not the future of the Medicare program, 
and get on to the much more basic considerations. 

Mr. Schaeffer. I think Bill is making an important point. Medi- 
care Select is an easy first step, and it will save money, but there 
are ways to save lots more money after that, and I think we are 
just a little surprised, you know. 

Dr. Roper. I would urge you not to be distracted about that. 

Mr. Christensen. I think that is what this committee wants to 
hear in more detail, those ideas that are going to save money and 
continue to implement those programs that are currently saving 
this country money. 

I have great respect for the gentleman from Washington but I 
also vigorously debate many of his viewpoints. It makes it sound 
like something is wrong with the word “profit.” You know, profit is 
one of the components of capitalism. There is nothing wrong with 
profit. If the market allows a 20- or 30-percent profit, that is what 
I believe is the correct approach. I believe that gives opportunity 
for another company to come in and to operate at a 10-percent prof- 
it and to beat that other company. 

I know that my colleague from Washington may disaCTee with 
me on how we go about insuring this country, but I do believe that 
is one of the principles that this country was founded on. 

Would the gentleman want to respond at all? 

Mr. McDermott. Oh, thank you. 

Chairman Thomas. He doesn’t need prompting. 

Mr. McDermott. The debate is not over profit. The debate is 
over how much and what you have to do to get the profit, and 
whether or not you give the same quality of care. 

The question really revolves around the whole question of the 
quality of care. If you can take the same dollar that Medicare is 
giving 98 percent out in payments for health care, if you can 
take that and give those same benefits and take away 30 cents, 30- 
percent profit, that is pretty amazing. I would like to know how 
you do it. 

Mr. Christensen. Would the Chairman allow me to ask one 
more question in my short 20 seconds remaining? 

Chairman Thomas. Certainly. 

Mr. Christensen. On that basis. Dr. Roper, could you respond? 
Is that really the true efficiency of the Medicare system? 

Dr. Roper. Sure. The point I would strain to make in response 
to both of you is what managed care does is not simply go in and 
deny benefits. I think that is the myth that has arisen by the crit- 
ics of managed care. If there is any population in America that de- 
serves the benefits, the preventive services, the integrated and co- 
ordinated care, it is the Medicare population and the Medicaid pop- 
ulation, I would hasten to add. 

Somehow or another we have lost sight of the fact that senior 
citizens — like my dad, Richard Roper, 78 years old, in Bir- 
mingham — need the benefits of a system that helps them through 
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a complicated, difficult time in their lives, and managed care com- 
panies offer that to the Medicare population if we will just allow 
it to happen. Unfortiuiately, some have tried to turn things around 
to say that the Yellow-Pages method of organizing the health care 
system, which is what fee-for-service is all about, is a fond memory 
that we should recall. But that is just not the case. 

Mr. Christensen. Thank you, Mr. Chairman. 

Chairman Thomas. Thank you. 

Mrs. Johnson. 

Mrs. Johnson. Thank you, Mr. Chairman. 

I thank you both for your testimony and certainly don’t think for 
1 minute that we think we will have solved all the problems by ex- 
tending Medicare Select permanently. We do see that as simply a 
step that can be taken immediately, we can let the market begin 
to develop, we can encourage managed care plans, and we will have 
a better opportunity and we will have stimulated a development in 
the private sector that will give seniors more choice once we figure 
out how to give them that buying power in the market. 

But, Mr. Schaeffer, I wanted to ask you two things because, 
frankly, in my conversations with Mr. Vladeck it was clear to me 
that his concern about Medicare Select is that we don’t regulate it 
enough. 

Now, I did try to point out in my questioning what Federal and 
State regulations are in place, but would you comment for the 
record both on the RTI study which raises some questions about 
the Medicare Select proCTam and about the proposal to apply the 
section 1876 provisions for Medicare risk contractors to the Medi- 
care Select program, which I think is what the administration is 
under pressure to try to do either on their own initiative or as a 
result of interest by Members of Congress. 

Mr. Schaeffer. 'The RTI study, that was done pretty early, and 
I think the data is not current, and I think at least in regard to 
California there really were not, I thought, many serious concerns 
other than the desi^ of a plan. And when we understood what the 
concerns were, we immediately went back in and got the design 
change, and we are now to my knowledge completely copacetic. 

I would say, though, that more regulation is probably not what 
Medicare needs. I mean, generically, and this is just a nice little 
example where we thought we were in compliance and nobody said 
we weren’t until somebody came in and went through all the Mick- 
ey Mouse, but we can live and I think ought to live in a system 
that says the government has a right to make sure that no one is 
abused. 

I think the concern is if government begins with the assumption 
that all the players are abusers and that everything has to be regu- 
lated, it just gets to be very cumbersome, and a great deal of time 
is spent on things that don’t involve helping people, and I think 
that is what the program is all about. 

In terms of section 1876, you know, I think that that was de- 
signed for one purpose, some of the ideas in there are fine, but we 
ought to go through them one by one and see if they really apply 
to Medicare Select. Medicare Select is not Medicare risk, it is very 
easy for seniors to understand, it has all the protections in it of the 
basic Medicare program. And I would question, as I said in my tes- 
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timony, the federalization of something that is quite easy to under- 
stand and very attractive to seniors. I mean, they get it. This is not 
a tough program, and because they can go out-oi-network, they feel 
good about it. 

Now, they typically end up staying in-network. Our statistics are 
70 percent are delivered in-network because we think we choose 
good network providers, but the savings just accrue. We are not 
brining in people from left field who the local seniors don’t know. 

This IS a pretty straightforward extension of Medicare. It saves 
money, it makes people feel good, it brings in the initial managed 
care techniques, and, as you have said, Mrs. Johnson, I would like 
to personally thank you for the battles last year, you know, there 
are a lot of people who depend on this. 

We ought to do it and go. This is not an argument I can under- 
stand. 

Mrs. Johnson. I do think also your testimony was veiy helpful 
in documenting the savings in the cost of providing medical care 
per admission for network providers — 20 percent lower than for 
nonnetwork providers, length of stay down 50 percent. 

And the point you made further, which I am not sure you had 
time to enlarge on, was the indirect effect of this on Medicare costs. 
Medicare is actually saving money because of these programs 
where they are well developed. 

Mr. Schaeffer. Yes. I think it saves money in two ways. One, 
Medicare Select is immediate. That is a Medicare eligible, but I 
think that there is a halo effect of managed care, and we see it in 
California. It is very difficult for a provider to have two kinds of 
practice patterns. There are very few places you can shift the cost 
to anymore. We have a fairly sophisticated system and others do 
as well to track provider behavior. So as the health care system at 
large becomes more accountable, I think Medicare benefits, and 
that is to the good. 

Mrs. Johnson. We do have to go vote, but I do want to thank 
you both veiy much for your testimony. 

And, Dr. Roper, your comments sdiout the initial voucher and 
what sum it can be based on and how we could accommodate it, 
it looks to me like we could do that over a rather short period of 
time with a fair degree of accuracy. Would you agree with that? 

Dr. Roper. The pricing mechanism can be improved. We need to 
put the best people together and make it work, yes. 

Mrs. Johnson. And you would see once we tried to set the price 
from Washington, once there were a number of providers in the 
market, we could set the price based on market and competition. 

Dr. Roper. Currently we have the AAPCC methodology, which, 
when I was HCFA administrator, I appointed a task force 10 years 
ago to fix the AAPCC. You heard Bruce say he did the same thing. 
It has problems inherent in it and until we change it fundamen- 
tally, we will still have those problems. 

It can be made better and ought to be for a year or two, but once 
there are enough competing plans in a market, put it out for bid, 
and then set the price based on the bids. 

Mrs. Johnson. Thank you very much. I appreciate it. 

Chairman Thomas. Let me follow that on with the average ad- 
justed per capita cost mechanism. Since it is tied to the old fee-for- 
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service, in the timelines md the geography and the rest of it, it 
isn’t a very good tool, but in your estimation I want to understand 
what you are saying. Would it be worthwhile investing time and 
attempting to modify it to provide that walkover comparison. Or, 
would you prefer not spending time on it and moving toward some 
kind of a blended profile? 

Dr. Roper. There are some straightforward things that could be 
done immediately. Instead of pricing by county, you could expand 
it to metropolitan statistical areas, some other steps like that, 
which people have suggested, deserve being done. 

Chairman Thomas. To me that is the key. We have been using 
the concept Medicheck, the idea of providing that funding, and the 
actuarial comparison for the walkover is the key to it. It is just 
amazing to me that we are carryi^ on apparently this fight over 
the extension of Medicare Select. This should be a given and we 
must — and we are — ^move on to these larger questions. 

When you look at those areas where Medicare Select has been 
popular, irony of ironies, it overlays where managed care is popu- 
lar. Over the next several years we are going to have a significant 
number of people moving into Medicare who are coming from a 
workplace experience with managed care on programs that appar- 
ently were good and workable. I am just scared to death that we 
are going to set up all kinds of bureaucratic structures. If we allow 
them to just walk over into a structure for Medicare, you are going 
to get the same comfort level, but we have got administrators who 
want to stop that normal transition and set up a highly bureau- 
cratic threshold. 

Dr. Roper. I agree with you. Can I just add one thing. I know 
you want to go and Len wants to say something. 

Chairman Thomas. I don’t want to go, but I have to. 

Dr. Roper. My concern is given the studies that have been done 
on old data which say that in some cases the AAPCC is too high, 
you are going to come under pressure from people to say, Let’s 
squeeze down on the managed care side of Medicare. If you do that, 
it will have just the opposite effect that you are seeking. It will 
make it less likely that you will ever be able to get Medicare out 
of the old style fee-for-service and into managed care. 

Chairman Thomas. It just seems to me at this stage since we are 
not comfortable, we can continue to try to adjust a formula which 
is to look ahead. But to settle this argument of whether or not 
these changes are blips or not, why don’t we tie in a l-year look 
back in terms of the real marketplace and march the two together 
and take whichever is less, which will move us forward in that 
structure. That is the kind of approach we are thinking about to 
get this process moving. 

Mr. Schaeffer. Mr. Thomas, I think the point about the employ- 
ment-based plans is very important, and you are increasingly see- 
ing people sophisticated both about managed care and deciding 
they don’t want managed care, and if we could have a system that 
would allow people to continue with what they have now with the 
government putting in, you know its appropriate level of payment, 
whatever that would be, I think you would find an awful lot of 
happy seniors because that makes sense to them. And this artificial 
break, some su^estions of a 1-day open enrollment, I mean, we are 
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talking about a logistical nightmare that I just think we ought to 
rethink in terms of how people really live and what is a logical ex- 
pectation. 

Chairman Thomas. I want to thank the panel. I want to assure 
you that the idea of tpdng to define what we ought to do, by the 
worst case scenario, will not drive us. They tried to do it with prop- 
osition 13, property tax changes in California. 

If we are going to have to reduce it, we will close the library. On 
the SSI disAled, it isn’t the alcoholics and the drug addicts, it is 
this poor unfortunate individual who has been on it for 10 years, 
they are the ones who are going to lose it. If we allow ourselves 
to be defined by end-stage renal disease, therefore we can’t go for- 
ward with the significant changes, we really don’t vmderstand what 
this process is about. It is going to be fun determining who is lead- 
ing whom in this process. And frankly I think the private sector 
on the long-term trend is way ahead of us and we have got to latch 
on. 

I can’t stay. You can talk into the mike for the record, but I can’t 
miss a vote. We have a lot of them. I want to thank you. 

This is not the termination of this discussion. We are looking for 
help to create the yardstick or the measure so folks can take that 
Medicheck and walk over into that other system, so we appreciate 
your testimony. 

We will continue the hearing after the vote. The subcommittee 
is temporarily recessed. 

[Recess.] 

Chairman Thomas. The subcommittee will come to order once 
again. 

The next single panel, Ms. Shikles, who is the Assistant Comp- 
troller General for the General Accounting Office. 

Ms. Shikles, your written testimony will be made a part of the 
record, and you may proceed for 5 minutes in any way you feel 
would be helpful to the subcommittee. 

STATEMENT OF JANET L. SHIKLES, ASSISTANT 

COMPTROLLER GENERAL, HEALTH, EDUCATION, AND 

HUMAN SERVICES DIVISION, U.S. GENERAL ACCOUNTING 

OFFICE 

Ms. Shikles. Thank you, Mr. Chairman and members of the sub- 
committee. I am pleased to be here today to discuss options for ex- 
panding managed care under the Medicare program. 

The current Medicare HMO option, known as the risk contract 
pro^anr has not grown much or achieved its cost containment po- 
tential. Comparisons therefore with HMO trends in the private sec- 
tor are instructive. Large employers are using market power to ne- 
gotiate with HMOs over price and increasingly over quality and the 
production of report-card-type information. Their efforts are di- 
rected at becoming more prudent and sophisticated purchasers of 
health care. 

Today, in connection with our work on health care claims and 
the risk contract program, we will discuss what lessons the private 
sector offers for applying managed care strategies to the Medicare 
program. 



384 


Turning first to payment policies, one of the main reasons Medi- 
care’s risk contract program has been unable to harness the cost- 
saving potential of managed care has to do with problems with the 
mechanism it uses to set HMO payment rates. At present, Medi- 
care does not shop or negotiate but sets HMO rates county by coun- 
ty using a formula tied to fee-for-service. In contrast, large employ- 
ers and other purchasers can negotiate with managed care provid- 
ers or shop among them for the best value. 

Turning to the area of quality, the Federal Government has had 
quality assurance standa^s since the seventies, but has not en- 
forced them aggressively in its risk contract program. For example, 
in the last 10 years, HCFA has repeatedly opened and closed qual- 
ity assurance reviews in certain Florida HMOs because of poor 
quality care. 

In contrast, the private sector has taken a different strategy by 
involving large employers as partners in setting and enforcing 
HMO quality standards. An independent organization, the National 
Committee for Quality Assurance, has developed standards and 
procedures for accrediting HMOs. This accreditation is becoming 
increasingly important since large employers are beginning to re- 
quire NCQA accreditation of health plans before they can be of- 
fered to their employees. 

Finally, the private sector has also taken the lead in developing 
information for purchasers and consumers to compare different 
HMOs. A group of large employers has led efforts in developing 
HEDIS, the health plan employer data and information set, which 
contains information on performance measures to evaluate plans’ 
quality. 

HCFA is beginning to define a similar set of quality measure- 
ments targeted to the Medicare population, but expects collection 
and publication to be several years away. 

In addition, HCFA has not spurred HMOs to provide the per- 
formance data beneficiaries need to make informed choices in se- 
lecting between managed care and fee-for-service options. Even 
where some data exists such as HMO disenrollment rates or num- 
bers of complaints, HCFA has not published this data which could 
help beneficiaries differentiate between HMOs. 

In conclusion, the history of Medicare and private attempts to 
control health care costs is discouraging under fee-for-service. Med- 
icare faces the overwhelming task of trying to police upward of 700 
million claims each year. Private payers seeking to control costs 
have moved strongly toward managed care. 

HCFA can now move to test proposals drawing on private sector 
experience. We believe it can, first, test the potential for such strat- 
egies as competitive bidding and negotiation to improve Medicare’s 
HMO payment approach. Second, stop the enrollment of Medicare 
beneficiaries in HMOs that do not meet standards. And third, use 
its data to publish disenrollment and certain beneficiary satisfac- 
tion data in annual reports, comparing plans. 

We believe HCFA should move expeditiously in all of these areas. 

Mr. Chairman, this concludes my statement and I would be 
happy to answer any questions. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF JANET L. SHIKLES 
ASSISTANT COMPTROLLER GENERAL 
HEALTH, EDUCATION. AND HUMAN SERVICES DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 

Mr. Chairman and Members of the Subcommittee: 

We are pleased to be here today to participate in your 
discussion on expanding managed care under the Medicare program. 

For the past week you have been examining weaknesses in Medicare's 
predominantly f ee-for-service program, which cost the government 
$162 billion in fiscal year 1994 and consumes an ever greater share 
of the federal budget each year. In testimony to the Subcommittee 
earlier this week, we reported that the magnitude of the Medicare 
program has overwhelmed the government's ability to police the 
hundreds of millions of claims submitted annually.' Today the 
Subcommittee is examining managed care options as alternatives to 
the current claim-by-claim management of program dollars. What we 
would like to contribute is our perspective on Medicare's HMO 
payment policy, efforts to enforce quality assurance standards, and 
the dissemination of consumer information. Our findings derive 
from numerous studies we have done on the Medicare program in 
recent years as well as ongoing studies. (See app. II for a list 
of the issued reports.) 

In brief, the current Medicare HMO option, known as the risk 
contract program, has not grown much or achieved its cost 
containment potential. Comparisons with HMO trends in the private 
sector are instructive. Large employers use market power to 
negotiate with HMOs over price and increasingly over quality and 
the production of report-card-type information. Their efforts are 
directed at becoming more prudent and sophisticated purchasers of 
health care. Although the particulars of these efforts may not be 
directly transferrable to the federal government, their broad aims 
of finding incentive-based solutions to containing costs, assuring 
quality, and informing consumers are worthy of consideration and 
testing . 

MANAGED CARE HAS POTENTIAL TO 
ADDRESS MEDICARE CLAIMS VULNERABILITY 

Medicare's growing claims volume has placed substantial 
demands on Medicare’s claims processing systems. In fiscal year 
1994, Medicare processed nearly 700 million claims. In 1992 and 
again this month, we report that Medicare is one of several 
government programs highly vulnerable to waste, fraud, abuse, and 
mismanagement,^ Since our first report, the Health Care Financing 
Administration (HCFA) , the agency responsible for administering 
Medicare, has made various regulatory and administrative changes 
aimed at correcting flawed payment policies, weak billing controls, 
and deficient program management. However, these worthwhile 
improvements still are not sufficient to protect Medicare against 
continued program losses. The nation's health care delivery system 
is evolving with such changes as consolidations of various provider 
types and increasingly complex financial arrangements. In this 
environment, HCFA is seeking strategies to become less reliant on 
reviewing claims individually as a means of guarding against 
overpayment . 

During the last decade, employers have increasingly turned to 
managed care to slow the rising cost of health benefits. As the 
Congressional Budget Office reported earlier this month, the most 
effective HMOs can reduce the use of services for the nonelderly 
population by 22 percent over typical indemnity plans. ^ Industry 


^ Medicare; High Spending Growth Calls for Aggressive Action 
(GAO/HEHS-T-95-75, Feb. 6, 1995} . 

- Medicare Claims (GAO/HR-93 -6 , Dec. 1992) and forthcoming Medicare 
Claims (GAO/HR-95-7). 

^The most effective plans were group and staff models HMOs. IPAs, 
another type of HMO, reduced utilization 2 to 4 percent on average. 
See CBO testimony on Federal Entitlement Spending, statement by 
Paul N. Van de Water, Congressional Budget Office, before the U.S. 
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estimates show HMO enrollment nearly doubled since 1986 to SO 
million people in 1994. (See fig. 1.) About 90 percent of the PiMO 
enrol lees are in commercial or ei^loyer-sponsored programs. 


Figure 1; Growth in HMO Enrollment Between 19a.6 and 1994 



YMr 


Sourc8:Gro;« Health Association of J^nancs (GHAA), 1994 


States, too, are looking to managed care to help contain the 
costs of their Medicaid programs. These programs now enroll nearly 
8 million people in managed care plans, about half- of whom are in 
HMOs . Several states, such as Ohio. South Carolina, and Florida, 
plan to move large segments of their Medicaid population into HMO- 
type plans in the next few years. 

Like states and employers. Medicare has also tried managed 
care as a way to contain the cost of providing care to over 35 
million beneficiaries. Medicare offers its beneficiaries the 
option of obtaining managed care from prepaid plans or provider 
networks participating in a 15-scate pilot program called Medicare 
Select. This program offers beneficiaries the incentive of savings 
on their supplementary insurance premiums if they obtain care from 
a designated network of providers. 

HMOs are the most common form of Medicare managed care. 
Recently, Medicare HMO enrollment growth has accelerated. In the 
past 2 years, the number of Medicare HMO enrollees grew 50 percent, 
from about 1.5 million to about 2.3 million beneficiaries. (See 
fig. 2.) However, since this is only about 7 percent of Che 
Medicare population, the growth is much lower than in the general 
population. Medicare HMO enrollment has been uneven, with high 
concentration in a few areas and no enrollment in others. (See 
app . I - ) 


Senate, Committee on the Budget 


Feb. 1 


1995 . 
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Figure 2: Number of Medicare Benef icia riRs Enrolled in HMQs wlt.b 
Medicare Risk Contracts Between :?86 anc 1994 



Source; Health Care Financing Administration 


PAYMENT POLICIES NEEDED TO 
ACHIEVE M EDICARE SAVINGS 

Medicare's risk contract program has been unable to harness 
the cost-saving potential of managed care. As we reported in 1994, 
Medicare's mechanism for setting HMO payment rates suffers from 
certain technical dif ficulties .■* These may be best understood when 
contrasted with the private sector’s rate-setting methods. 

In the private sector, large employers and other purchasers 
can negotiate with managed care providers or shop among them for 
the best value. Meanwhile, with more HMOs entering various local 
markets, competition on price has become sharper. Some employers 
and other purchasers report obtaining reduced premiums compared to 
the prior year . 

In contrast, HCFA does not shop or negotiate but sets its HMO 
races, county by county, using a formula. That formula has two key 
flaws. First, it ties HMO payment rates to a county's fee-for- 
service costs. As a result, in some counties Medicare’s HMO rates 
factor in excessive use of services and so are coo high for 
Medicare to realize the potential savings from managed care. In 
ocher counties with lower service use. Medicare’s rates are coo low 
to encourage HMO participation in its risk contract program.® 

Second, Medicare's formula does not adequately adjust HMO rates for 
enrolled beneficiaries’ risk of illness. This flaw in the 
program's "risk adjuster" results in significant losses to 
Medicare. ’’ 

Remedies have been proposed to make Medicare managed care 
achieve its cost-saving goal. In particular, we' have identified 
several promising health risk adjusters, including one shorter-term 
fix. Even with better risk adjusters, more fundamental changes may 


“ Medicare: Changes to HMO Rate-Setting Method Are Needed to Reduce 

Program Cnsts (GAO/HEHS-94-119 , Sept. 2, 1994) . 

^The rate differences can be substantial even in adjacent areas. 

For example. Medicare’s unadjusted 1994 HMO payment race is 28 
percent lower in Montgomery County, Maryland, than in adjacent 
Prince George's County, Maryland. 
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be required so chat Medicare reduces its reliance on fee-for- 
service costs as a basis for HMO payment. For example, major 
proposed reforms include conpetitive bidding arrangements and 
negotiations between the government and HMDs. 

We have also proposed administrative solutions to the 
inadequate risk adjustment in Medicare's payment formula.' For 
example, the required period of time that beneficiaries must stay 
with an HMO once enrolled could be lengthened from 30 days to 1 
year. Because such restrictions "lock in" beneficiaries, 
additional measures would be needed to safeguard against 
substandard, quality . 


PRIVATE .SECTOR LEADS IN 


The public and private sectors share a common interest in 
developing the means to ensure that HMOs provide quality as well as 
cost-effective care. HMDs’ restrictions on individuals' choice of 
physicians, hospitals, and other sources of care create the need to 
provide payers and beneficiaries assurances that quality of care 
will be carefully monitored. 

The federal government has had quality assurance standards for 
HMOs since the 1970s but has not enforced them aggressively. 
Medicare has a process to monitor HMOs' compliance with federal 
standards. It involves site visits to assess an HMO’s financial 
solvency, quality assurance systems, and other features for 
ensuring the fair treatment of beneficiaries. In many instances, 
however, HCFA does not act on evidence of violations or make such 
evidence public. 

For example, in the last 10 years, HCFA has repeatedly found 
quality assurance problems in certain Florida HMOs. The most 
recent quality violations included incorrect diagnoses, treatments 
delayed or withheld, and test results not acted on. One of Che 
HMOs continued to enroll over 100,000 Medicare beneficiaries during 
a period of noncompliance without any HCFA intervention. 

The private sector has taken a different approach in enforcing 
standards. Large employers have joined with a private 
accreditation agency in setting and enforcing HMO quality 
standards. This organization, the National Committee for Quality 
Assurance (NCQA) , has developed standards and procedures for 
certifying HMOs chat request accreditation.’ NCQA certification is 
becoming increasingly important since large employers are beginning 
to require accreditation as a prerequisite to negotiating with 
HMOs . 

PURCHASERS AND ENRQLLEES NEED 
INFORMATION TO MAKR APPROPRIATE CHOTCKS 

The private sector has also taken the lead in developing 
information that enable purchasers and consumers to compare 
different HMOs. To enable such assessment of health plans' cost 
effectiveness and performance, a group of large employers has led 
efforts in developing the Health Plan Employer Data and Information 
Sec (HEDIS) . These data constitute a set of performance measures 
to evaluate plans' quality of care, access to care, member 
satisfaction, utilization of services, and financial stability. 
Although HEDIS standards are still under development, some 


‘See Medicare; Further Changes Needed to Reduce Program and 

Beneficiary Costs (Gao/HRD-91-67, May 1991). 

’The Group Health Association of America in conjunction with the 
American Managed Care and Review Association, formed NCQA in 1979. 
NCQA became an independent agency in 1990. 
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employers already require cheir plans to submit HEDIS-based 
information . 

The private sector also disseminates quality-related 
information to purchasers and users. For example, NCQA publishes 
results of its medical quality assurance accreditation reviews 
nationwide. Of 15 Medicare HMOs reviewed in Florida, only 1 
received full accreditation, 6 were denied accreditation, and 8 
received less than full accreditation. With this knowledge, a 
consortium of employers has elected to exclude Florida's largest 
Medicare HMO from new business with their employer-sponsored health 
plans . 

HCFA is beginning to define a similar set of quality 
measurements targeted to the senior population but expects 
collection and publication of these data to be several years away. 
HCFA has not spurred HMOs to provide the performance data 
beneficiaries need to make informed choices in selecting between 
managed care and f ee-f or-service options. Moreover, even where 
some data exist, such as HMO disenrollment rates or numbers of 
complaints. HCFA has not published these data which could help 
beneficiaries differentiate among HMOs. 

The feasibility of producing and disseminating such 
information is apparent in a commercial document that compiles 
information on plans available to federal employees.® The 
publication rates the plans on customers' satisfaction with waiting 
times for physician office visits, access to specialty care, and 
making appointments. It also publishes HMO disenrollment rates. 

CONCLUSIONS 

The history of Medicare and private attempts to control health 
care costs is discouraging under fee-for-service. Medicare faces 
the overwhelming task of policing upward of 700 million claims each 
year. Private payers, seeking to control costs, have moved 
strongly toward managed care. Their experience suggests strategies 
for moving Medicare coward more of a managed care approach. As a 
prudent buyer, the private sector offers lessons in using market 
power to negotiate favorable payment rates; in being an advocate of 
value and quality assurance; and in educating consumers to make 
informed choices about health plan options. 

HCFA can now move to test proposals drawing on private sector 
experience. It can (1) test the potential for such strategies as 
competitive bidding and negotiation to improve Medicare's HMO 
payment approach, (2) stop the enrollment of Medicare beneficiaries 
in HMOs chat do not meet standards, and (3) use its data to publish 
disenrollment and certain beneficiary satisfaction data in annual 
reports comparing plans. 

HCFA has shown a willingness to adopt these strategies by its 
proposals to test new reimbursement techniques, recent enforcement 
actions on quality, and a consumer information initiative. Because 
there may be policy and legislative impediments to moving 
aggressively in these areas, HCFA may have to ask the Congress for 
support . 


Mr. Chairman, this concludes my prepared statement. At this 
time, I will be happy to answer any questions you or other members 
of the Subcommittee may have. 


’ Checkbook's Guide to 1995 Health Insurance Plans for Federal 
Employees . Walton Francis and Editors of Washington Consumers ‘ 
Checkbook Magazine . Walter Francis and the Center for the Study of 
Services: Washington, D.C., 1994. 
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Relaced GAO Products 

Health Care Reform: "Report Cards" Are Useful but Sianiticant 
Need to Be Addressed {GAO/HEHS-94-219, Sept. 29, 1994). 

Health Care Reform: Considerations Cor Risk Adiustment Under 

Community Rating (GAO/HEHS-94-173 , Sept. 22, 1994). 

Medicare: Changes to HMQ Rate Setting Mechod Are Needed to Reduce 

Program CQst:s { GAO/HEHS-94 -119 , Sept. 2, 1994). 

Health Insurance: California Public Employees' Alliance Has 

Reduced Recent Preroiuin Growth (GAO/HRD-94-40, Nov. 22, 1993). 

Managed Health Care: Effect on Employers' Costs Difficult to 

Measure ( GAO/HRD-94 -3 , Oct. 19, 1993). 

Medicare: HCFA Needs to Ta)ce Stronger Actions Against HMQS 

Violating Federal Standards (GAO/HRD-92-11, Nov. 12, 1991) . 

Medicare: PRO Review Does Not Assure Quality of Care Prov ided by 

Ris)t HMQs (GAO/HRD-91-48, Mar. 13, 1991) . 

Medicare: increase in HMQ Reimbursement Would Eli minate Potential 

Savings (GAO/HRD-90-38, Nov. 1, 1989). 

Medicare: Reasonableness of Health Maintenance Organization 

Payments Not Assured (GAO/HRD-89-41 , Mar. 7, 1989) . 

Medicare: Health Maintenance Organization R ate Setting Issues 

(GAO/HRD-89-46, Jan. 31, 1989). 

Medicare: Physician Tnrenrive Payments hv Prepaid Health Plans 

Could Lower Quality of Care (GAO/HRD-89-29, Dec. 12, 1988) . 

Medicate; Experience Shows Wavs to Improve Oversight of Health 

Maintenance Organizations (GAO/HRD-88-73 , Aug. 17, 1988). 

Medicare: Uncertainties Surround Proposal to Expand Prepaid Health 

Contracting (GAO/HRD-S8-14 , Nov. 2, 1987). 

Medicare: Issues Raised by Flori da Health Maintenance Organisation 

Demonstrations (GAO/HRD-36-97, July 16, 1986) . 

Problems in Administering Medicare's Health Maintenance 
Organization Demonstrat ion Proj ects in Florida (GAO/HRD-S5-48 , Mar. 
8, 1985) . 
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Chairman Thomas. Thank you very much, Ms. Shikles. 

Mr. McDermott. 

Mr. McDermott. Thank you, Mr. Chairman. 

I want to talk a little bit about regulation. About 25 percent of 
the health care dollars spent right now is subject to regulation by 
State insurance regulation. What is your impression of State regu- 
lation, how they carry out that responsibility? 

Ms. Shikles. The State regulation of health care? 

Mr. McDermott. Yes. 

Ms. Shikles. Actually States have a decreasing role in regulat- 
ing health insurance because more and more firms are self- 
insuring, and they are under State health regulation. 

Mr. McDermott. Who enforces quality standards if the State 
can’t do it because of self-insurance? 

Ms. Shikles. The quality standards are enforced by many dif- 
ferent sectors. HCFA is responsible for quality standards in the 
Medicare program. Your private employers are involved with 

Mr. McDermott. They set their own standards and decide 
whether to follow them? Since the State doesn’t do it, you don’t do 
it, who enforces quality standards on the self-insured? 

Ms. Shikles. There are minimum standards under the ERISA 
plans under the Department of Labor. If they haven’t self-insured, 
they would be under this State regulatory market. 

I think what we are seeing, and I have been doing fraud and 
abuse reviews for many, many years in the whole health care field, 
and you are really seeing a dramatic change I think in the last sev- 
eral years where j^ou are finding that large corporations are getting 
involved not only in cost containment, but in quality reviews. 

I think if you look at what is going on with Medicare and HMOs, 
and that was the point we were tpdng to make, and we have done 
a ton of reviews in this area, and in that case, HCFA had the regu- 
latoiy responsibility, and we never saw any improvement. And I 
have probably done 10 reports and many testimonies, and nothing 
ever got better. And the real dramatic change that is going on now 
is that employers as purchasers are really making some major 
changes because they are getting so involved in the types of plans 
that their employees choose. 

I think it is pretty impressive what is going on with the National 
Committee for Quality Assurance. Where there is accreditation, 
they publish the results. Employers now, based on the results that 
are published, are going to withdraw from allowing employees to 
participate in plans that aren’t accredited. 

That is faster than anything I have seen in HCFA over the past 
10 years. So it is a very mixed story. 

Mr. McDermott. Is the California experience, they have at least 
three departments, I think, that are involved in their regulation of 
health care. What does that do to the regulation of it? Or the over- 
sight of it? 

Ms. Shikles. In California I think because HMOs fall under the 
department of corporations and other insurance products under the 
department of insurance, I think they have worked to coordinate 
it. But I am sure it is a more confused 

Mr. McDermott. And health has the part of quality assurance, 
don’t they? That is a third element in California. 
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Ms. Shikles. That is right, 

Mr, McDermott. How do they coordinate that? 

Ms. Shikles. I don’t know. We haven’t looked specifically at Cali- 
fornia’s department of insurance and how they are working 
with 

Mr. McDermott. If you were a senior in California and you were 
in one of these programs and felt you weren’t getting good health 
care, what department would you go to to complain? 

Ms. Shikles. I think you would file your complaint with the de- 
partment of insurance, I think. 

Mr. McDermott. You are not sure? 

Ms. Shikles. I am not sure. We haven’t investigated California. 
Our focus — ^the work that we have done is following up on com- 
plaints in both Ihe fee-for-service program and the HMO program 
in Medicare. 

Mr. McDermott. You mentioned Florida. Have you done any- 
thing with Medicaid HMOs? 

Ms. Shikles. We have not looked at Medicaid HMOs in Florida. 
Is that your question? 

Mr. McDermott. Yes. 

Ms. Shikles. Right. 

Mr. McDermott. Would you think that an HMO that spent 63 
percent of their dollar on overhead was a little bit top heavy? 

Ms. Shikles. You would be very worried that there was very lit- 
tle money for the services that need to be provided, yes. 

Mr. McDermott. If they spent 77 percent, would you think that 
was excessive? 

Ms. Shikles. Right. 

Mr. McDermott. You know, all you have to do is read — I am 
sorry Mr. Christensen’s not here, but the Sun Sentinel did a report 
on HMOs in Florida, and when you look at these administrative 
costs of 51, 63, 55, 77 percent, you have to wonder, what are they 
paying for health care for these people? 

I mean, I thought 30-percent profit, as some firms estimate, was 
a little excessive. But when you see this kind of thing you ask your- 
self, are they delivering any health care whatsoever? 

Chairman Thomas. Will the gentleman yield? 

I just got a copy of that reprint. It is headed, “Florida’s Medicaid 
HMOs.” Are we advocating an expansion of jurisdiction here? I am 
with you if we are. 

Mr. McDermott. We are talking about putting senior citizens 
into managed care by forcing them, for some mechanism, because 
they can now choose it. 

The point, Mr. Chairman, is senior citizens can now choose to go 
into managed care. They don’t. Only some go in. 

So now if we want to save money, we are going to have to say 
to those seniors, OK, folks, line up, you are going into an HMO. 
That is the way you are going to get the savings. And if you don’t 
do that, then you are not — 1 don’t know what incentive you are 

f oing to give them to get them to make a choice now that they 
on’t make. 

Chairman Thomas. The time of the gentleman has expired. 
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You can also argue that for the general population. However, we 
are looking at trends, and we have got to keep in mind this is a 
relatively new and rapidly changing area. 

Ms. Shikles, I was interested in your statement about the private 
sector and the speed with which they are now informing them- 
selves and making decisions. You heard the administrator of HCFA 
in response to the question from Mr. Christensen about getting a 
study that was in 1990, based upon the Medicare program, to be 
done by January 1, 1995, and they are going to get around to it 
sometime later this year. 

The kind of timeframe in which changes need to be made simply 
cannot have that sort of thing happen. Do you agree with that? 

Ms. Shikles. We do agree with it. 

Chairman Thomas. And when you say that the suggestions have 
to be made in a timeframe, these studies, expeditiously by HCFA, 
do you have any outside timeframe? Is this 5 years, 7 years? 

Ms. Shikles. We think they should be done this year. We think 
that in working on the health care field, that changes that are 

f oing on in the private side of health care are so dramatic and the 
ifferent types of products being offered, and the focus on quality 
is a really new and very strong emphasis. 

And so I think HCFA could test a set of things very quickly this 
year that could give you much more information on how to price 
different products and how to do different offerings. 

Chairman Thomas. Yes, but you were here. The Administrator 
chose to take his time to complain about the Medicare Select pro- 
gram, argue that it shouldn’t be made permanent, and then throw 
up some theoretical problems about physicians increasing their 
money through various schemes. Perhaps you are suggesting that 
it might have been a bit more valuable for this agency to provide 
us with some modeling of the way in which they are going to short- 
en the timeframe to make judgments, like the private sector has 
done. 

Ms. Shikles. Right. 

Chairman Thomas. That is really valuable testimony. What I am 
looking for, and we will visit with you, is to find out what your 
agency can do to assist us in examining the tools that the private 
sector is using like the NCQA and take a look at potential tools 
that we have available to find out if we can’t begin to push these 
government agencies’ timelines into the months rather than the 
years. 

And I hope you will be willing to work with us as we go forward. 
Ms. Shikles. We would love to do that and we think we can offer 
quite a bit of assistance in that area. 

Chairman Thomas. I think once again people need to appreciate 
the rapidity with which change is now occurring in the private sec- 
tor. It started very slowly but is now moving extremely rapidly. 
The longer we wait and the more we complain about the shift and 
the more we use anecdotes from other areas in terms of the poten- 
tial downside problem for a particular group of seniors, we lose sig- 
nificant opportunities in terms of comprehensive care for all of our 
seniors, but more importantly, any savings that might be achieved 
from those changes are going to be pushed back. We don’t have 
much room between now and 2001, 
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Thank you for your testimony. 

Mrs. Johnson. I just wanted to comment on something you said 
earlier, because we did have to vote. It is interesting, the article 
from the Sun Sentinel reports on studies of HMOs under Medicaid. 
But at the bottom of that article it mentions, “This newspaper’s 
work in revealing real fraud and bad practice in HMOs serving el- 
derly patients.” Aiid they say, “Four years ago we did this.” 

In your testimony you say, in the last 10 years HCFA has repeat- 
edly found quality assurance problems in certain Florida HMOs. 
The most recent quality violations included incorrect diagnoses, 
treatments delayed and withheld, test results not acted on. One of 
the HMOs continued to enroll over 100,000 Medicare beneficiaries 
during a period of noncompliance without any HCFA intervention. 

In other words, I hear your testimony to say not that there are 
not some problems in some HMOs, but that the government has 
been totally incapable of identifying them or doing anything about 
them in contrast to the private sector’s actions in the last couple 
of years where they have really focused on quality issues. 

I thank you for your testimony and look forward to working with 
you to develop more detail in certain areas. 

Mr. McDermott. Mr. Chairman, that study that Mrs. Johnson 
now refers to was done in October 1990. It isn’t as though it hap- 
pened only on the present watch. It has been going on for a long 
time. 

Mrs. Johnson. Over 10 years government has showed itself com- 
pletely incompetent to do it. 

Mr. McDermott. Even with Republican administrations, I point 
out. 

Chairman 'Thomas. From all the testimony I heard, 1990 seems 
to be current day for some of these folks. 

The committee stands in recess until this vote is over. 

Thank you very much, Ms. Shikles. 

We will ask the next panel to be ready to go. When we come back 
that would be former colleague Bill Gradison, Karen Ignagni and 
Stephen Wiggins. 

[Recess.] 

Chairman Thomas. The subcommittee will reconvene. 

If the panel is willing, we can begin. I know the members have 
already reviewed your testimony, and they are going to be coming 
back from a vote that continues to go on. 

The witnesses’ written testimony will be made a part of the 
record, without objection. 

And it is my pleasure to welcome to the committee as the first 
testifier, the former Hon. Bill Gradison from Ohio. I don’t need to 
say any more than that. 

STA'TEMENT OF HON. BHJ. GRADISON, PRESIDENT, HEAL'TH 
INSURANCE ASSOCIA'nON OF AMERICA 

Mr. Gradison. ’Thank you, Mr. Chairman. I have turned in a 
longer prepared statement. I appreciate your including it in the 
record. 

Mr. Chairman, Medicare is a highly valuable, immensely popular 
program which has served the medical needs of the elderly and dis- 
abled quite well over almost three decades. But the program is not 
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perfect. And reexamining Medicare probably as you are doing is 
timely. 

In many respects Medicare is a state-of-the-art 1965 health in- 
surance program. Both the benefit package and delivery systems 
are pretty much the same as they were at the outset. 

While important and useful changes have been made in the pro- 
CTam, DRGs, RBRVSs, the HMO CMP option and Medicare Select, 
for example, these amount to tinkering around the edges. 

In my judgment, were the Congress to design a new program 
today to serve the elderly and disabled, it would look very different 
from Medicare as we know it in at least two regards: The benefit 
package and the delivery system. 

It is inconceivable to me, for example, that Medicare as started 
anew would exclude outpatient prescription drugs. I am also skep- 
tical that a one-size-fits-all benefit package would be adopted. It is 
also doubtful to me that the program woind be overwhelmingly fee- 
for-service. 

Having grappled with Medicare policy for years as a member of 
this subcommittee, I know how hard it is to make minor, to say 
nothing of major, changes in Medicare. 

I believe we can be helpful in your deliberations since HIAA 
members, whom I represent, are involved in all aspects of Medicare 
as carriers and intermediaries for the fee-for-service segment of the 
program; as providers of the supplemental insurance that bene- 
ficiaries purchase to augment their Medicare fee-for-service bene- 
fits; and as providers of the Medicare CMP and the Medicare Select 
managed care options that are available to beneficiaries in many 
parts of the country. 

Frankly we haven’t focused on what specific changes to rec- 
ommend were Medicare to be restructured. We do snow that 
achieving Medicare program cost reductions through further ero- 
sion in provider reimbursements would merely shift the cost to the 
private sector, making health insurance more costly for the non- 
Medicare population and making care for the elderly population 
less available. 

Increasing this cost shift from the public to the private sector is 
in essence a tax on the private sector. Quite apart from whatever 
major restructuring you may decide upon, Mr. Chairman, we rec- 
ommend that Medicare’s managed care program be expanded now. 
The cost reimbursement rather than risk contracts may expand ac- 
cess to managed care in some geographic areas. 

Speeding up HCFA approval of managed care contracts would 
also help. This process could be streamlined particularly for man- 
aged care plans which have already been approved as risk contrac- 
tors and are seeking merely to expand or enter new geographic 
markets. 

Beneficiary satisfaction levels within current Medicare managed 
care plans are high. Medicare managed care choices offer lower 
costs, expanded benefits, less paperwork, coordination of care, and 
case management. 

Obviously for today’s elderly population, a network-based deliv- 
ery system is largely foreign to them. They should not be forced to 
participate but rather be given incentives. Many private sector 
plans offer managed care to their current employees. 
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HIAA would suggest the development of a mechanism to permit 
a retired employee to remain in the employer’s managed care plan 
and have that become a Medicare option. For those retirees who 
choose to remain in the employer’s plan, the ability to assure seam- 
less continuation of their coverage would greatly enhance bene- 
ficiary satisfaction. 

The Medicare Select program is one example of a managed care 
initiative that is working now to give seniors the option of saving 
money by moving into a PPO setting. HIAA strong^ supports the 
expansion of this program to seniors in all 50 States and making 
the program permanent. 

In closing, Mr. Chairman, we stand ready to work with the Con- 
gress on Medicare restructuring options and health care reform in 
general. Of course, we will need to see the details of various pro- 
posals before we will be able to comment on the specifics. It is 
healthy that discussion is taking place about a new paradigm for 
managed care plans. 

Well-managed network-based care is a partnership of providers, 
payers and beneficiaries. All of these parties should participate in 
discussions regarding the restructuring of this important govern- 
ment program. 

Thank you for this opportunity to be present today. 

[The prepared statement follows:] 
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TESTIMONY OF HON. BILL GRADISON 
HEALTH INSURANCE ASSOCIATION OF AMERICA 

I am Bill Gradison, President of the Health Insurance Association of America (HIAA). The 
HIAA represents 230 of the nation’s commercial health insurers, covering 55 million 
Americans. I am delighted to have the opportunity to participate in this important hearing on 
the future of managed care in the Medicare program. 

HIAA member companies are involved in all aspects of Medicare: as carriers and 
intermediaries for the fee-for-service segment of the program; as providers of the 
supplemental insurance that beneficiaries purchase to augment their Medicare fee-for-service 
benefits; and as providers of the Medicare HMO, CMP and Medicare- Select managed care 
options that are available to beneficiaries in many parts of the country. 

Among the HIAA member companies involved in Medicare managed care are Bankers Life 
and Casualty, FHP, Healthsource, Humana, Intergroup, New York Life, Principal Health 
Care, Sierra Health and Life and Wellpoint. Outside of Medicare, our member companies 
have enrolled over 25 million of the 100 million Americans estimated to be in managed care 
plans. Their record in Medicare is similar. They have enrolled nearly 700,000 of the 3 
million seniors covered by plans under contract with Medicare. 

Looking into the future. Medicare managed care plans will enjoy large gains in enrollment as 
the current working population covered by managed care will choose to continue to have 
managed care when they retire. But, unless the overall structure of Medicare is radically 
altered, there will always be a substantial Medicare fee-for-service population that will want 
to purchase traditional Medicare supplemental insurance to augment their Medicare benefits. 

Over the past decade, Medicare’s managed care options have become an increasingly 
important part of the program - and deservedly so. They offer seniors the benefit of 
coordinated health care, as well as coverages, such as prescription drug coverage, not 
provided by Medicare, at a very competitive cost. Yet, the growth of the Medicare managed 
care has been considerably slower than the rapid expansion of managed care enrollment in 
the under age 65 population. 

Currently, Medicare managed care contractors cover Just over 3 million beneficiaries. 
Compared to the rapid expansion of managed care in the private sector, particularly, among 
employee group health benefit plans. Medicare managed care, despite recent favorable 
enrollment trends, has not kept pace. We believe that there are several reasons for this. 

They have to do with basic differences between Medicare and the employee health benefits 
market, incentives for managed care plans, the lack of an adequate spectrum of Medicare 
managed care options for beneficiaries or adequate efforts to inform them about the existing 
ones, current Medicare beneficiaries’ lack of familiarity with network-based delivery systems 
and, finally, a tendency by government to sometimes overregulate rather than rely on the 
marketplace to produce desired results. 

Risk Contracting 

The Health Care Financing Administration (HCFA) is seeking to expand the role of 
Medicare managed care to help contain its burgeoning program costs. For a variety of 
reasons, HCFA has come to prefer contracting with managed care plans on a risk rather than 
cost reimbursement basis. Yet, after ten years of risk contracting with HMOs and 
Competitive Medical Plans (CMPs), there is still a lively debate over whether the premium 
that Medicare pays to risk plans is adequate compensation for the risk to be assumed, or is 
too generous. 

Medicare pays risk HMOs and CMPs a premium calculated at 95 % of the average annual per 
capita cost (AAPCC) for Medicare beneficiaries in a plan’s operating area. HCFA seems to 
believe that HMOs and CMPs tend to enroll younger, healthier Medicare beneficiaries. It is 
argued that this positive selection makes a premium based on 95 % of the cost for an average 
(older and sicker) beneficiary too high, despite the fact that the managed care plans provide a 
richer array of benefits than is covered by the fee-for-service segment of Medicare. 
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On the other hand, those who believe that risk premiums under the current formula are 
inadequate argue that many new enrollees in Medicare managed care plans join because they 
have been unable to afford Medicare’s cost sharing requirements or supplemental insurance. 
They enroll in a Medicare risk HMO or CMP because the cost sharing requirements are 
minimal, and, once enrolled, thdr previously unmet health care needs far exceed the care 
utilized by an average Medicare beneficiary. Low income beneficiaries, they say, are four 
times more likely than average boieficiaries to enroll in a Medicare HMO or CMP. This 
phenomenon may be a major reason why, over the past decade, a substantial number of risk 
plans have drop^ out of the program or have converted to cost-reimbursement contracts. 

Many health policy experts believe that if managed care can capture a substantial portion of 
the health care market in a given area, its ability to provide more benefits for a lower 
premium will exert a competitive cost containmoit effect on the entire health cate market 
place. Medicare risk contractors complain, however, that where they have achieved a sizable 
share of the Medicare beneficiary market - thus driving down the average cost per Medicare 
beneficiary - the 95% AAPCC formula ”tewards” them by diminishing the premium paid by 
the government to 95% of the lower average. 

It may also be appropriate for the government to temporarily ease some of the regulatory 
requirements for managed care contractors, in the interest of opening new managed care 
markets. We believe that this can be done, carefully and selectively, without sacrificing the 
critical elements of consumer protection and quality assurance. However, all plans, in all 
markets, should have to be certified under the federal HMO law, or state-licensed - in order 
to assure appropriate oversight of their solvency, fiduciary responsibilities and the quality of 
care they provide their customers. 

Other Obstacles 

Our member companies rq»rt that it takes up to a year and a half to meet all of HCFA’s 
information requirements and receive approv^ of a managed care contract proposal. They 
believe that this process could be streamlined and reduced to less than a year. 

HCFA could be authorized to waive some aspects of the application process that are 
redundant for those managed care pians who have already been approved as risk contractors 
and are seeking to expand or enter into new geographic markets. 

Congress and the Administration might also consider reducing the redundancies that exist 
with respect to the oversight of quality of care. Managed care plans are reviewed by state 
regulators and may also be reviewed by private accrediting organizations. It would be useful 
if appropriate private managed care accreditation could be accepted by Medicare. 

Anti-managed care laws, such as any-willing-provider statutes, whether state or federal, can 
only undercut Medicare’s interest in promoting managed care among its beneficiaries. 
Requiring a network to contract with all providers in its area increases the cost of delivering 
care and network sponsors are concerned that it may negatively impact quality. Federally 
qualified HMOs are exempt from the statutory obstacles that have been erect^ in a few 
states. Competitive Medical Plans (CMPs), Medicare-Select, and yet-to-be developed 
additional managed care options for Medicare beneficiaries, should have the same status as 
federally qualified HMOs. 

The Medicare/Medicaid anti-kickback laws frustrate the offering to Medicare beneficiaries of 
many innovative managed care arrangements that are common in the private sector. Only 
fee-for-service discounts enjoy a safe harbor under the existing law. 

While the federal concern about kickbacks is a legitimate one, there needs to be greater 
accommodation of worthwhile managed care practices that are effective and serve the 
interests of consumers. 
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Beneficiary Satisfaction 

Medicare beneficiaries can drop out of managed care plans almost at will. This makes 
beneficiary satisfaction a critic^ ingredient that must be addressed by any strategy for 
expanding the Medicare managed care population. 

While beneficiaries drop out of Medicare HMOs and CMPs at much higher rates than they 
do in private sector managed care plans, the GAO advises that two thirds of those who leave 
a Medicare HMO or CMP do so to join another one with more attractive benefits. 

A more substantial problem than disenrollment is the reluctance of many of today’s 
beneficiaries to enroll at all in managed care options. Managed care networks are foreign 
territory to them. Even the availability of extra benefits such as coverage for prescription 
drugs and elimination of the need to pay premiums for Medicare supplemental insurance are 
insufficient incentives for most of them give up long-term relationships with their physicians. 

Except for emergency or out-of-area care, Medicare HMO and CMPs require beneficiaries to 
get their care within the contractors’ delivery systems. In order to broaden the appeal of 
managed care, Medicare needs to create additional options, emulating private managed care 
plans that provide consumers managed care coverage while allowing them to sometimes use 
out-of-network providers if they are willing to accept a reduced level of benefits, such as 
higher copayments, when they do so. 

In 1990, Congress took a major step toward broadening the spectrum of Medicare’s managed 
care options by authorizing a 15 state demonstration of a preferred provider organization 
(PPO) type of Medicare supplemental coverage called Medicare-Select. This option does 
allow beneficiaries to use out-of-network providers at the cost of receiving reduced coverage 
for their services. While the demonstration got off to a slow start, it is now growing rapidly 
and promises to be attractive to beneficiaries. As discussed below, we urge Congress to 
move quickly to make Medicare-Select a permanent, national Medicare option. 

Another option that would dramatically increase Medicare beneficiary satisfaction with 
managed care could be based on managed care employee health benefit plans. Many of these 
plans offer their enrollees greater freedom-of-choice than the current Medicare HMO and 
CMP options. What needs to be developed is an option that would permit a retired employee 
to remain in the employer’s managed care plan, with Medicare becoming a partner in 
financing the benefits. The retiree could still choose to enroll in the fee-for-service segment 
of Medicare, or choose another available Medicare managed care option. For those retirees 
who chose to remain in the employer’s plan, the ability to assure ’’seamless" continuation of 
their coverage would greatly enhance beneficiary satisfaction. There have been a couple of 
successful demonstrations of this concept. What is needed now is a focused effort aimed at 
making it available nationwide. 

Medicare-Select 

The Medicare-Select program is one managed care initiative that is working now to give 
seniors the option of saving money on their Medicare supplemental insurance policies by 
joining a preferred provider network. 

Medicare-Select expands choice for consumers by making Medicare supplemental insurance 
coverage more affordable, without sacrificing important consumer protections. The program 
was designed to bring seniors’ choices up to date with PPO products widely available to the 
under 65 population. 

In those 15 Medicare-Select states, over 400,000 seniors are paying 10% to 37% less in 
premium dollars for the exact same 

benefits offered by traditional fee-for-service Medicare Supplemental policies. This translates 
into savings of as much as $25 per month or $300 per year for individuals living on fixed 
incomes, making over $120 million dollars worth of purchasing power available for other 
uses by those seniors who are now participating in the program. 
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For the consumer, Medicare-Select ofiers more fletubility than the Medicare HMO program. 
Under the Medicare HMO option, if a individual selects a doctor or hospital outside the 
network, no Medicare benefits are paid. Under the Medicare-Select program, if services or 
care is provided outside the network, the beneficiary is still entitled to receive the full normal 
Medicare reimbursement, and a reduced supplemental benefit is paid.' If care is provided by 
the network’s hospitals or physicians, the fbU Medicare-Select benefit is paid. 

The Medicare-Select program is one example of a flexible benefit package that offers seniors 
another way to protect themselves from health care costs. In addition to monthly premium 
savings, there ate out-of-pocket savings for seniors as well. By seeking care from Medicare- 
Select networks, subscribers are protected from balance billing. 

And, like all Medicare supplemental insurance policies, Medicare-Select products are among 
the most tightly regulated products today. Current rules safeguard consumers by requiring 
networks to offer sufficient access, ongoing quality assurance programs, and full disclosure 
of network requirements. In addition, Medicare-Select plans that offer a fee-for-service 
product must allow consumers to conwrt to that product at any time. 

Consumer satisfaction is probably the best recommendation for expanding Medicare-Select to 
all 50 states and making this demonstration program permanent. The August 1994 edition of 
Consumer Reports , rated the top Medicare supplemental insurance products nationwide, and 
of the top 15 rated products, 8 were Medicare-Select. In fact, the Research Triangle 
Institute’s interim study of February 10, 1994, indicates that there were no consumer 
complaints in any of the Medicare-Select states. 

HIAA encourages the Congress to act quickly to extend Medicare-Select. Without 
Congressional authorization, the Medicare-Select program will be expire on June 30, 1995. 
Unless Congress acts by April 1, over 400,000 bweficiaries will be notified that their 
supplemental insurance network will no longer be able to take on new members. This will 
only create confusion and uncertainty. Seniors in Medicare-Select states will not have the 
choice of using a preferred provirler r^on for their Medicare supplemental insurance 
benefits. That would be an unsatis&ctory answer for the public and for seniors who have 
challenged us to make government not ody smaller, and more efficient, but also more 
responsive to their needs. 

Medicare-Select is one important example of a managed care element that is working now to 
help protect seniors from the high cost of medical-expenses, without shifting costs to the 
federal government, and without sacrificing quality medical services. 

In closing, the HIAA stands ready to work with the Congress on restructuring Medicare 
managed care options and on health reform in general. As the details of various proposals 
become known, we will be glad to provide you with more informed comment upon them. 
Thank you for the opportunity to participate today. 
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Chairman Thomas. Thank you very much, Bill. 

Ms. Ignagni. 

STATEMENT OF KABEN IGNAGNI, PRESIDENT AND C HIEF 

EXECUTIVE OFFICER, GROUP HEALTH ASSOCIATION OF 

AMERICA, INC. 

Ms. Ignagni. Thank you Mr. Chairman, Mrs. Johnson. 

I am president of the Group Health Association of America. Our 
375 members serve 80 percent of the 50 million Americans receiv- 
ing health care from HMOs today. We thank you for allowing us 
to testify and would like to review three issues with the committee. 

First is the success of the current Medicare HMO program. Sec- 
ond, a long-term vision for bringing the Medicare program up to 
date for beneficiaries. Third, mechanisms to move toward the vi- 
sion beginning with the short-term changes. 

I might say in commencing, as changes are made in Medicare, 
we do support reaffirmation of the fundamental goal of the pro- 
gram: To afford older Americans the security of access to a core set 
of benefits. The Medicare HMO contracting program is success by 
the most important measure we can identify, the satisfaction of 
beneficiaries who have chosen this approach. 

During the past year, numerous groups have conducted patient 
satisfaction surveys, all of which show that HMO subscribers are 
more satisfied with their health plan regardless of health status 
than fee-for-service subscribers. 

There are many reasons for beneficiaries to be satisfied with 
their Medicare HMO. The track record of the plans is impressive. 

Second, there is tremendous coordination of care. Quite a lot of 
discussion was had on that point earlier, and I don’t want to repeat 
much of it, but to rephrase an essential point, which is that within 
an HMO there is coordination of care among teams of physicians 
and other health care practitioners utilizing the spectrum of avail- 
able services. 

Third, there is less paperwork filled out and fewer, more predict- 
able, out-of-pocket cost, which is a significant issue that I think has 
not yet been fully discussed this morning. 

Despite these advantages. Medicare lags significantly behind the 
private sector in making available options. The question meriting 
attention by the committee is why. The answer may point the com- 
mittee to short-term and long-term solutions. 

First, the long term. It is crucial that this committee begin its 
work by developing consensus on its vision for the future. From 
there an implementation plan can be developed to achieve these 
goals. With all due respect, we think it is very difficult to work the 
other way around. We believe that it is crucial that Medicare bene- 
ficiaries have the same choices as those under 65. 

Second, beneficiaries should have a choice of health plans that 
meet comparable standards for quality access and solvency. 'The 
range of choices should include fee-for-service as well as HMO and 
other managed care options. 

Third, we have been examining efforts to contribute to the body 
of evidence in discussions with respect to payment methodology 
and we are now in the process of examining a variety of market- 
based pricing structures and we hope to have more specific rec- 
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ommendations on those and other reimbursement issues in the fu- 
ture. In the very near term future, I might add. 

Next, the Medicare payments to health plans we believe should 
be risk adjusted using more sophisticated methods. There was a 
comment earlier about moving in the current system to metropoli- 
tan statistical areas. We think some of the thinking that is going 
on there needs to be focused in terms of market-based pricing 
structures. 

In our view, every market beneficiary should receive comparative 
information on the choices available to them. An open enrollment 
period should be available in each geographic area. However, we 
want to join those who have raised issues concerning a single 1- 
month or less open enrollment period for all beneficiaries. We think 
those would be veiy difficult to administer and not necessarily in 
the best interests of beneficiaries. We also join with those who have 
raised concerns about lock-ins. 

Mr. Chairman, we are mindful of the budgetary imperatives fac- 
ing the economy and the need for all of us to ask if it will increase 
the rate of spending. The overwhelming evidence we believe sug- 
gests that it will. And I would be delighted to answer questions 
about some of the studies that have been discussed earlier today. 

Now is the time to begin, in our view, moving forward in order 
to bring the Medicare program up to date. And there has been 
quite a lot of discussion on that. 

We do think that there are some short-term issues, Mrs. John- 
son, to your question, that might be looked at as a way of moving 
from where we are to this longer term vision. First, in our view, 
that involves encouraging choices for Medicare beneficiaries. Many, 
many individuals report to us they are simply not aware of the 
many options that currently exist, and I think we probably need to 
do a better job in that regard. 

We join with those who support moving forward on the Medicare 
Select program, and believe we should move to the longer term vi- 
sion after that. 

Second, developing the statutory criteria to guide the Secretary 
in providing waivers of the 50-50 enrollment requirement is some- 
thing that should be examined. Directly calculate fee-for-service 
costs in computing the AAPCC rather than estimating costs and 
then netting out estimated HMO payments that you are estimating 
twice. 

There are a number of other issues that have been talked about 
in our testimony. Again, I would be delighted to comment on that. 

I think as members of this committee and others throughout the 
Congress look at the Medicare issues, the thing that we can con- 
tribute, we believe, most importantly is our experience. We would 
be delighted to work with you, your staff, by providing the track 
record of what is out there, by commenting on the existing studies 
that have been done, and bringing to bear the experience of the 375 
plans that we represent that have a track record, have a vision, 
and want to work together with you to refashion the program in 
the interests of beneficiaries. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF KAREN IGNAGNI 
GROUP HEALTH ASSOCIATION OF AMERICA, INC. 


Introduction 

Mr. Chairman and members of the Committee. ! am Karen Ignagni. President of the 
(jroup Health Association of America (GHAA). GHAA is the leading national association for 
health maintenance organizations (HMOs). Our 375 member HMOs serve 80 percent of the 50 
million Americans receiving health care from HMOs today. 

GHAA and its member plans come to the committee not as theorists or academics, but as 
the nation's largest body of practical, market-based expertise in making HMO options available 
to beneficiaries and in operating successful plans. We are pleased that the committee is looking 
at the success of Medicare risk contracting and opportunities for expanding HMO and other 
managed care choices available to Medicare beneficiaries. We thank you for allowing us to 
icstify this morning, and would like to review four issues with the Committee: 

• The success of the current program in which Medicare beneficiaries are offered an 
HMO/CMP' choice; 

• Medicare's problems as it lags behind the rest of the health care market in its use of 
HMO and other managed care arrangements: 

• A long-term vision lor bringing the Medicare program up-to-date for beneficiaries; and 

• Mechanisms to begin to move toward that vision, requiring phased transitions, and 
starting with some short-term changes in the existing program. 

.As changes are made in the Medicare program, we support reaffirmation of the fundamental 
goal of the program -- to afford older Americans the security of access to a core set of health 
benefits, The program should be strengthened to guarantee the continued fulfillment of the 
nation's commitment to its older ciiizens. 

Success in ofTering beneficiary choice under the Medicare risk contracting program 

As of this January. 3.1 million Medicare beneficiaries had chosen to be served through 
one of the HMO contracting options offered by the Medicare program. Since 1990. the 
enrollment in Medicare risk plans has doubled while combined enrollment in all HMO options 
has grown by 70 percent. Further , there are 209 plans participating in the Medicare program, 
representing an increase of 48 percent over the number of plans participating 5 years ago (risk 
contracting plans alone have increased by 60 percent). 

The Medicare HMO contracting program is a success by the most important measure we 
can identify -- the satisfaction of the beneficiaries who have chosen this approach. 

During the past year, numerous groups have conducted patient satisfaction sur\’eys. all of which 
show that HMO subscribers are more satisfied overall with their health plan than fee-for-serv'ice 
subscribers. This is true for the elderly as well as Americans under the age of 65. Figure 1 is 


' Competitive medical plans (CMPs) are HMOs that have not chosen to become federally 
Ljualified but meet similar federal standards. For the remainder of the testimony, we use the 
term "HMO" to refer to both HMOs and CMPs. 
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based on a national survey of over 19.000 elderly Americans conducted by the National Research 
Corporation based in Lincoln. Nebraska. The graphic shows that tor all levels of self-designated 
health status, the elderly enrolled in HMDs are more satisfied with their coverage than the elderly 
leceiving services under the traditional Medicare fee-for-service program. This graphic 
emphasizes that HMOs achieve higher subscriber satisfaction not just among the healthy, but 
also among the sick. This is one reason that HMO enrollment continues to grow -- among the 
young and healthy, and among the older and less healthy populations. 

There are many reasons for beneficiaries to be satisfied with their Medicare HMO. first, 
beneficianes fill out much less paperwork, l.'nder the fee-for-seivicc Medicare program, 
beneficiaries file claims paperwork ever>’ time they receive ser\ ices. In Medicare risk HMOs. 
the paperwork required of beneficiaries is little more than the application to join the plan. 


Figure 1 


Medicare HMO Members Are More Satisfied with Their Coverage 
than Medicare Fee-for-Service Beneficiaries, for All Levels of 
Health Status. 



■ MMOs 
□ FFS 


National Research Corporation Survey of 19,523 Elderly Households, 1994 


Another benefit to seniors is coordination of care and a comprehensive care orientation. 
HMOs make preventive services not covered by the fee-for-service Medicare program broadly 
available to the beneficiaries who select them. The beneficiary's primary physician not only 
keeps track of all medications and tests that the beneficiary receives within an HMO, but the 
physician helps the beneficiary coordinate health care from specialists and hospitals. HMOs treat 
beneficianes on a continuing basis, as whole persons rather than series of ailments. 

In Medicare HMOs, beneficiaries have fewer and more predictable out-of-pocket costs 
and fewer worries about coordination of out-ol -pocket and government payments. Medicare 
coinsurance and deductibles are translated into a monthly premium so that rather than paying 20 
percent otThe cost of services after the deductible is met. a beneficiary in an HMO usually pays a 
nominal copayment (usually $5 or $10) for doctors’ services. 

Finally, in addition to these benefits. Medicare HMOs offer high quality health care. 

A recent study by the Health Care Financing Administration showed that elderly HMO members 
with cancer are more likely to be diagnosed at an early stage than those in the fee-for-service 
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sector.' This is due to coverage and improved access to preventive care under comprehensive 
1 IMO coverage which was also highlighted in a study by the Center lor Disease Control and 
Prevention (CDC) and the National Center I'or Health Statistics. The CDC study show-ed that 
'‘Vomen in HMDs are more likely to obtain mammograms, pap smears and clinical breast exams 
than those in the fee-for-service sector. Another study which supported the HMO approach to 
care compared the process and outcome ot'eare for hospitalized HMO and fee-for-service 
patients age 65 and older with acute myocardial intarction t heart attack). I his study, published 
in the American Journal of Public Health , concluded that HMO patients received better care than 
that received by patients in a national fee-for-service sample.^ These are iust a few of numerous 
studies show ing that Medicare HMOs provide care of an equal or higher quality than thal 
provided by the fee-for-ser\ ice sector.’’ 

Medicare lags behind the rest of the Market 

While HMOs and other managed care plans have proven successful m private markets, 
and in meeting the needs of 3.1 million Medicare beneficiaries. Medicare lags significantly 
behind the private sector in making available managed care options. Twenty-two percent of 
individuals with health insurance in the employer-based market were enrolled in HMOs in 1993. 
and an additional 29 percent are enrolled in a preferred provider organization or point-of-service 
plan '' Under Medicare, appro.ximaiely 9 percent of beneficiaries are enrolled in HMOs. 

While some degree of caution is always appropriate in implementing changes in a 
program like Medicare, ihe gap between Medicare and the private market is now Jar loo wide. 
Medicare was originally designed to provide the elderly, and later the disabled, with health 
coverage and access to services comparable to that of the rest of the population. Bui the private 
health care market has changed dramatically — most notably In the increased use of HMOs and 
other types of managed care. Medicare has not similarly changed. 

The question meriting attention b\ the Committee is why’!^ I would suggest two sets of 
answers - one short-term, one long-term. 

The short-ierm answer is that the current Medicare risk contracting system, despite its 
success in some markets, has several problems. 

First, the payment methodology, known as the adjusted average per capita cost (AAPCC). 
is flawed, Payment rates are tied to the Medicare fee-for-service costs in a given area, and do not 
give the Medicare program the benefits of market dynamics present in the private sector. 
Problems with the payment methodology have also inhibited expansion of risk contracts in some 
geographic areas. In addition, the payment rates are unstable from year to year, which makes 
planning difficult for HMDs. Further, risk adjustment factors must be improved. 


- G. Riley, A. Poiosky. et al.. "Stage of Cancer at Diagnosis for Medicare HMO and Fee- 
For-Service Enrollees." 84 .-fm, J Public Hcalih 1598 (October 1994). 

’ CDC/NCHS Advance Data No. 254. August 3. 1994. 

■* D. Carlisle. A. Sui et al.. "HMO vs Fee-For-Service Care of Older Persons with Acute 
Myocardial infarction." 82 Am J. Public Hcuhh 1626 (December 1992). 

-See D. Clement, S. Relchin. R, Brown, and M. Stegall. "Access and Outcomes of Elderly 
Patients Enrolled in Managed Care." 271 J Am. Med. Assoc. 1487 (May 18, 1994): S. Retchin, 
D. Clement, et al.. "How the Elderly Fare in HMOs: Outcomes from the Medicare Competition 
Demonstrations," 27 Health Services Res 651 (December 1992); J. Preston and S. Retchin. 

"The Management of Geriatric Hypertension In HMOs," 39 J. Am. Geriatrics Soc. 683 (July 
1991); N. Lurie, J. Christianson, et a).. "The Effects of Capitation on Health and Functional 
Status of the Medicaid Elderly," 1 20 Annals Internal Med. 506 (March 15.1 994). 

^ K.PMG Peal Marwick/Wayne State University Survey of 1 .953 Firms. 1993. 
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Second, some HMOs that are well established in the Medicare program are unable to 
expand their enrollment despite interest from Medicare beneficiaries because no waiver authoniy 
exists from the requirement that no more than 50 percent of a plan's membership can be 
comprised of Medicare and Medicaid beneficiaries. 

In addition, not all Medicare enrollees know about their tIMO option. Upon becoming 
eligible tor Medicare, enrollees learn only about fce-for-service Medicare and do not receive 
information about available HMO options. 

Longer term vision 

The longer-term answer is that Medicare's overall program design must begin to keep 
pace with the evolution — and revolution — taking place in health care. Let me lay out for you 
(jHAA's longer-term vision for bringing the Medicare program up to date. 

Medicare must keep its vitally important promise of health care benefits for the elderly 
and disabled — objectives that reflect the key interests ofbeneficianes. the government and 
taxpayers, and health plans. 

Beneficiaries should be able to choose the form of Medicare coverage that best meets 
llieir needs, including both fee-for-scrvice and HMO and other managed care options. 
Beneficiaries should have incentives to choose high quality plans that provide Medicare services 
in a cost-effective manner; and current and future beneficiaries should have the security of a 
Medicare program that is financially viable and sustainable for the long-term. 

Government interests include predictable and fiscally responsible spending, assurances 
that the payment structure provides health plans and beneficiaries with appropriate incentives for 
high quality, cost-effective health care: and a pro^am that encourages continuing improvement 
;ind innovation in health care and keeps Medicare up-to-date with the exolving health care 
system, 


Health plan interests include a program with realistic incentives and opponunilies to meet 
the needs of the Medicare population: predictable policy; and incentives to organize and deliver 
high quality care in a manner that minimizes Medicare and beneficiary costs — health plans 
should have the opportunity to attract and retain enrollment by keeping quality and service levels 
liigh and premiums competitive. 

We believe that we must aim toward a system like that prevailing for some of the nation's 
other large purchasers of health care — notably, the large employer purchasers. Individuals 
should have a choice of a wide range of qualified health plans under Medicare. Medicare, as 
Sponsor, should set its premium contribution for Medicare benefits, sei reasonable standards and 
monitor qualified health plans, and then lei individuals choose among competing health plans -- 
including fee-for-service (FFS) coverage. We have identified four initial policy areas that must 
be addressed, and would like to present our preliminary thoughts in these areas — standards for 
health plans; payments to health plans; benefits: and enrollment and marketing mechanisms. 

Health plans : Beneficiaries should have a choice of health plans that meet comparable 
standards for quality, access, and solvency. The range of choices should include fee-for- 
service. as well as HMO and other managed care cations. 

Payments : Medicare payments to healcb plans should eventually be "market-based". 
Under such a system, qualified con^ting health plans should establish their premiums for 
Medicare benefits; and the government should set a contribution level in each market based on 
some percentile of a weighted average of those premiums. If the premium of the health plan 
selected by a beneficiary is greater than the government contribution, the beneficiary would 
pay the remainder. As with the current risk contracting program. Medicare payments to 
health plans should be risk adjusted. Therefore, it will be important to implement risk 
adjusters that are more sophisticated than those presently in use. 
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Benefits : All health plans seeking to participate would have to provide at least the 
Medicare benefit package defined in statute. Rules must be established tor offering benefits 
beyond the Medicare package, either as pan of a plan's basic offering or in the term of 
''Upplemenial benefits. 

Enroilment/Marketing : The enrollment and marketing mechanisms must ensure that 
beneficiaries c.in make informed choices. In every market beneficiaries should receive 
information on all the choices available to them in a form that allows them to make 
comparisons between different types of plans and among different benefit offerings. 

Open enrollment periods must be available in each geographic area during which 
beneficiaries can enroll without underwriting restrictions. However, a single, massive, one 
month open enroilmem period for all beneficiaries would create logisiicai. administrative and 
service delivery nightmares. Given the huge size of the Medicare program, significant 
enrollment changes in such a 30 day period would pose serious problems for HMOs and other 
organized plans that must he prepared to deliver care to all those who enroll and therefore, 
would place service to beneficiaries at risk. In order to increase the availability of HMOs and 
other managed care options, open enrollment rules must be established m a way that allows 
them to optimally accommodate enrollment changes. 

Mr. Chairman, we are mindful of the budgetary imperatives facing the committee -• and 
iho need for all of us lo ask whether such changes will reduce the rate ot increase in Medicare 
spending. We believe they will. 

The strategy for controlling future Medicare outlays i.s not to seek just a one-time savings 
but to reduce the annual rate of increase, for the past three years. H.MO premiums have 
increased more slowly than per capita costs for the Medicare program. For example, a GHAA 
survey reports that HMO premiums will decline 1.3 percent in 1095. whereas the Congressional 
Budget Office projects Medicare lo increase about 10 percent a year until the end of the century . 

Moreover, recent studies find that rather than shifting costs, the increased presence of 
HMOs leads to lower rates ofincrease in the fee-for-service sector. A soon to be published 
Georgetown University study reports that hospital costs for large hospitals located in high 
penetration HMO metropolitan areas increased 71 percent between 1984 and 1991 compared to 
98 percent increases in metropolitan areas with low HMO penetrations.' A 1 994 Urban Institute 
study concludes that for each 10 percent increase in the Medicare risk population's share of the 
Medicare market, per capita expenses in the Medicare tee-for service sector decline by I 2 
percent.* (Figure 2), 


’ J. Hadley and D. Gaskin. "HMO Penetration and Academic Health Centers: Hospital's 
Mission," 1984-1991. ^ov\):\com\n%, m The Proceedings nj the Assoc ()f Academic Health 
Centers, 1995. 

W.P. Welch. "HMO Market Share and its Effect on Local Medicare Costs." in H.S. 
Luft. HMOs and the Elderly, Health Administration Press, Ann Arbor. Michigan. 1994. pp 23 1- 
250. 
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Figure 2 

Hospital Expenses Rise More Slowly in Metropolitan Areas With 
High HMO Market Penetrations, 1984-1991. 



HMOs, moreover, achieve these savings under a system that subsidizes inefficiency. 
Deneficiaries and employees can choose more expensive plans and pay no more out of pocket for 
premiums. With a reorganized system of incentives whereby aJl stakeholders — patients, 
providers, and health plans — receive financial rewards for making efficient decisions, then the 
marketplace can produce unparalleled long-term savings. 

The market-based system and payment methodology described above will be a critical 
element in achieving a lower the rate of increase in Medicare spending as health plans compete 
to serve this population. Such a structure of competing managed care and other plans will 
provide the framework and incentives for ail of us to make such a system work for the Medicare 
program — as it already does for many privately insured individuals. 

One key question underlying all of this is the matter of risk selection. As 1 said earlier, 
we strongly support the development and implementalionof risk adjusters appropriate to the 
Medicare population. But we take issue with a recent study that has biased the debate on this 

subject. 


The HMO community believes that the Malhematica study came to an erroneous 
conclusion that the Medicare risk contractile pne^am increases Medicare expenditures. First, 
the study did not make some of the adjustments necessary to ensure that fee-for-service costs are 
accurately compared to costs for beneficiaries in HMOs. It made no adjustments to the AAPCC 
for the working aged or individuals who receive their care from the Veterans Administration 
System. Since Medicare expenditures for the working aged and users of the VA system are 
substantially lower than expenditures for other beneficiaries and these individuals remain largely 
in the fee-for-service sector, the AAPCC estimates used in the study for annual reimbursements 
of fee-for-service enrollees are too low. 

Second, Mathematica made no allowances for the spillover effect of HMO competition. 
W.P. Welch of the Urban institute has estimated that for metropolitan areas with more than 25 
percent of the population enrolled in the Medicare ri^ program, fee-for-service costs decline by 
1 0 percent. Even Mathematica's econometric work found a spillover effect: however, the authors 
discounted this as implausible. We believe th^ as HMOs increase their market share and 
markets become more developed, the competitive effect of the fee-for-service sector will grow 
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further. 


Finally, as the HMO population has grown in the past few years, we believe that the 
characteristics of the HMO population become increasingly similar to those of the fee-for-service 
population. We observe recent surv'eys of the Medicare population that compare HMO and fee- 
tor-service enrollees and find that the populations appear very similar. This was not the case a 
lew years ago. We are involved in a number of studies testing the Matnematica conclusions. 

Transition to the new system 

Medicare is a vitally important program for 36 million aged and disabled Americans. In 
moving toward our vision for the future of this program, we ask that the Congress proceed in a 
planned, staged manner, and monitor and make changes as wc go along. The "big bang" theory 
ol implementation simply will not work, and will do a great disservice to the program. 

However we must move forward in order to bring the Medicare program up to dale so 
that it continues to fulfill its promise. .As the program stands today, it will fall farther and farther 
behind the evolving health care system, placing it at increasing political and tlnancial risk. Wc 
will be pleased to work with the Committee and staff on both the long-term approaches and 
mechanisms to transition to such policies over a period of years. 

Short-term changes 

In addition to developing the long-term vision and transition mechanisms, it is important 
in the short-term to make changes m the current program that will help expand choices for 
Vledicare beneficiaries. 

One such mechanism is the Medicare SELECT program — a demonstration program 
under which Medigap plans can use selected, preferred provider netw'orks to meet the needs of 
enrollees. This 1 5 state demonstration program was extended at the end of the last Congress, but 
just until the end of June, 1995 — less than five months away. It currently serves about 400.000 
beneficiaries, and we urge the Committee to take rapid action on Representative Johnson's bill 
(H.R. 483) to expand this option permancmh to beneficiaries in all fifty states. 

Second, we believe it important to make changes now in the existing Medicare 
contracting program. We strongly oppose short-term budgetary price setting "fixes" such as a 
tloor or ceiling on payment rates — payments to HMOs will fall automatically as part of any 
budgetary reductions in provider payments or increases In cost sharing. GHAA has developed 
the following consensus recommendations regarding short-term changes in the contracting 
program. 

• Develop statutory criteria to guide the Secretary' in providing waivers of the 50/50 
enrollment requirement for health plans after they have established a history of success in 
the Medicare program. 

• Change the rating areas for setting Medicare’s adjusted average per capita cost ( AAPCC) 
to MS As. to make rates more stable and more reflective of service area-wide costs. 

• Directly calculate Medicare fee-for-service costs in computing the AAPCC. rather than 
estimating total costs and netting out estimated HMO payments. 

• Begin to structure demonstration projects to lay a foundation for the market-based 
restructuring of Medicare, such as by demonstrating market-based premium setting and 
government payment methodologies. 

• Work on strategies for implementation of risk adjusters. 

Mr. Chairman, as Congress and policymakers continue to consider restructuring the 
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Medicare program to expand HMO and other managed care participation and choices, we 
strongly urge that the first priority be serving beneficiary interests and needs. Efforts to make 
the program more cost effective must be carried out within this framework. HMOs can be a 
critical element in developing an effective strategy to provide quality care to beneficiaries 
while at the same time decreasing the rate of Medicare cost escalation. However, they cannot 
bear the entire burden of solving the Medicare cost problem. Short-term, unrealistic effons to 
generate .savings through HMOs will be panicularly damaging to the longer term effort, 
because ‘hey will harm the infrastructure needed to increase capacity to serve larger numbers 
of beneficiaries. Similarly damaging will be imposition of anti-managed care requirements, 
such as any willing provider provisions. 

We are continuing to work out details of our long-term vision, as well as transition 
proposals, and look forward to contributing to the effon to redesign the Medicare program. 

We believe that an expanded role for HMOs and other managed care organizations holds great 
promise for beneficiaries, the government and health plans. We would be pleased to work with 
you. and all of the members and staff of the Committee, as you consider the future of the 
Medicare program. Thank you. 



412 


Chairman Thomas. Thank you very much. 

Mr. Wiggins. 

STATEMENT OF STEPHEN F. WIGGINS, CHAIRMAN AND CHIEF 

EXECUTIVE OFF ICER, OXFORD HEALTH PLANS, INC., ON 

BEHALF OF THE HEALTHCARE LEADERSHIP COUNCIL 

Mr. Wiggins. Thank you, Mr. Chairman. 

I am here today on behalf of the Healthcare Leadership Council, 
which is a group of companies in the health care industry. We rep- 
resent virtually all parts of the health care industry. It is mostly 
represented by the leadership of those companies, from the phar- 
maceutical, the provider side, physicians, HMOs. 

I would like to today go off the reservation a little bit here from 
my prepared remarks and instead address a few things that came 
up earlier. For starters, I would like to introduce myself. My com- 
pany, which I started 10 years ago, is the fastest growing public 
HMO in the country. We are also one of the two fastest growing 
Medicare risk contractors. We enroll 3,000 to 4,000 Medicare en- 
rollees each month out of a total of about 15,000 to 20,000 enrolling 
each month in our plans. We have 580,000 people that we cover. 
We are in Connecticut. We are in New York. We are in New Jer- 
sey. We are moving into Pennsylvania. 

I would like to say one thing as emphatically as possible. That 
is, that seniors love these programs. It is clear to me that once they 
are in, they stay in. Ninety-seven percent, 96.4 percent, of our en- 
rollees stay in the program. Over 98 percent would recommend the 
program to a friend. And I think that is clear evidence that people 
want to be in these programs. 

Chairman THOMAS. Do you have any statistics? If you have them 
there, how many were in programs similar to that during their 
working life? 

Mr. Wiggins. Very few, because metro New York is unusual in 
that there wasn’t much managed care penetration. 

Chairman Thomas. So you are laboring in a field that was not 
very fertile prior to your coming into it. 

Mr. Wiggins. We are the first-time plowers of those fields. It is 
no surprise they are joining because the benefits are tremendous. 

In our program, there is no premium. We eliminate the deduct- 
ible. You get full comprehensive benefits. There is preventive care, 
which you don’t have in Medicare. There is no coinsurance, gen- 
erally speaking. We also cover things like eyeglass reimbursement. 
There is some prescription drug coverage. So if you are a senior, 
it is a panacea. And the biggest problem our marketing people have 
is convincing enrollees that this is for real. 

I think I would like to also dispel the myth that we can selec- 
tively choose who joins. Anybody can join. We have meetings at 
diners. Anybody that comes to the diner can get in. The seniors are 
a pretty communicative group. They talk among each other. They 
are a very discerning population. They ask one another what 
health plan they should join. And you generally don’t just talk to 
your healthy friends. You talk to your sick friends too. And we get 
a fair range of customers. 

Once those customers are in my health plan, I expect to have 
them for life. I presume that they will be in my health plan until 
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they die. With a 96.4-percent retention rate, I would otherwise 
have Medicare enrollees for 20-some years, however, their life ex- 
pectancy is often under 5. 

Moving to potential improvements in the Medicare program, ob- 
viously, who could argue with promoting choice. I think a big im- 
provement in the system would be to look at Medicare and regulate 
it more like the SEC style regulations of public companies; have 
file and use statutes. Right now they try to micromanage virtually 
everything. 

A second thing I would say is this idea of a certificate brought 
up by Mr. Roper. I believe once health plan managers understand 
this idea, it would be welcomed by the HMO community. 

Additionally, I would like — I wish Mr. McDermott were here be- 
cause his mother, if she lived in New York, could join my health 
plan without any questions asked. There are laws in New York 
that require me to take any individual regardless of their health 
status or age. If you live in New York right now, you can join Ox- 
ford irrespective of your health status or any other factor, whether 
you are old or young, sick or healthy. 

A couple of other issues I would like to touch on; First, risk ad- 
justers and this idea of adverse selection. A few years ago in the 
commercial market everyone thought what was happening in the 
commercial market was that the HMOs were taking all the young, 
healthy people. Well, interestingly, nobody anymore talks about the 
young, healthy people going into the HMOs, because now that in 
the commercial market so many people are in HMOs, the law of 
large numbers has taken over. 

We have an average spread of risks. In fact, a program like mine 
with 17,900 physicians, all board certified or recently board eligible 
with virtually every teaching hospital in New York, I believe I get 
more than my fair share of tough risks. 

I also think all the adjustment tools to adjust risk are very 
crude. I am aware of the three tools that are available in the mar- 
ket. They would all create sinister incentives which I would be 
happy to go into. Karen already talked about the absolute folly of 
a 1-month open enrollment. 

I can’t imagine hiring a staff for 1 month and then furloughing 
them until next year. I can’t imagine that Americans would toler- 
ate 1 month only of free choice. I believe that you have to provide 
that on a rolling basis, and HMOs I believe would be more than 
willing to accept anyone, any time. 

Finally, I don’t understand why you are not talking about a de- 
fined contribution program instead of a defined benefit program 
here. If you are a business you would say, OK, we can only spend 
so much, we have got this 2001 time bomb ticking, and I would ad- 
vocate we shift away from this idea of a defined benefit to a defined 
contribution. If you say, we are going to give health plans 90 per- 
cent of Medicare fee-for-service costs, I will stay in the process, and 
if you freeze it for 5 years, I would still stay in the program, be- 
cause there is such excess capacity in the provider community that 
for a long time I can achieve the ends you seek. 

My time is up. Thank you very much. 

[The prepared statement follows;] 
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STATEMENT OF STEPHEN F. WIGGINS 
HEALTHCARE LEADERSHIP COUNCIL 

Mr. Chairman and Members of the Subcommittee. 1 am pleased to be here today 
on behalf of the Healthcare Leadership Council to discuss with you much-needed 
improvements in the Medicare program The Healthcare Leadership Council was formed 
in 1988 by representatives of each of the various sectors of the health care industry, 
including doctors, nurses, hospitals, managed care companies, and pharmaceutical and 
medical technology manufacturers. HLC members are the leaders in the health care 
industry, working to discover, develop and deliver high quality, iimovative and cost- 
effective health care products and services. 

The Healthcare Leadership Council is committed to enhancing consumer choice 
through the promotion of a market-based health care delivery system. Although Medicare 
program improvements are not a panacea for balancing the budget, one thing is clear — 
long-term cost containment in the Medicare program is dependent upon modeling the 
program on private sector success. Introducing market-based options into the Medicare 
program will provide greater choices for Medicare beneficiaries and reduce overall 
program expenditures through competition. Simply put, the same private-sector choices 
that are available to the under-65 population should be made available to the over-65 
population. 

My company, Oxford Health Plans, serves over 580,000 people in New York, 

New Jersey and Connecticut. Our Medicare program is one of the fastest growing in the 
nation, adding 3,000 to 5,000 seniors per month. A few facts about our programs deserve 
mention, because 1 believe they reflect the advantages of market-based solutions. 

■ First, Seniors like these programs and choose to stay in them. Out retention 
rate of Medicare members exceeds 91%. Over 95% would recommend this 
program to a friend, and in fact many do. Anyone unhappy with our 
services is free to choose another health plan. This choice is the ultimate 
expression of our free market system; the power of the Individual to take 
their business elsewhere Improvements to the Medicare program should 
promote this continuous free choice of health plans. Clearly, Seniors today 
are casting their personal voles of confidence by joining managed care 
programs in record numbers. 

■ And it's no wonder why Seniors joimng plans such as Oxford's Medicare 
program enjoy much bener coverage. There is no need for supplemental 
insurance, as benefits include preventive exams, prescription drugs, 
expanded skilled nursing care and home care, and eyeglass reimbursement. 
There are no deductibles to pay and no claim forms to submit. All for no 
monthly premium One of the biggest challenges our marketing people face 
is to convince prospective enrollees that this program is for real. 

■ Seniors are careful consumers. They look to their peers for advice, and the 
wisdom of years makes them leery of marketmg representatives. They've 
seen it all and have the luxury of time to carefully evaluate and compare the 
various options available to them. We have found that the best way to 
communicate with this discerning population is to allow them to meet with, 
and to question, our existing Medicare members. 

■ Oxford s Ambassador Program seeks volunteers from among our enrolled 
seniors who are willing to attend meetings and talk privately with 
prospective members. These unpaid Ambassadors describe their own 
experiences and are free to speak their mind. Can you think of a more 
compelling quality assurance mechanism? 
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We are able to deliver expanded benefits at a cost less than the government 
now spends because our medical cost management programs successfully 
eliminate wasteful practices and promote healthier lifestyles. 


Under the current Medicare risk contracting program , my incentives are simple. I 
want to cover the total health care needs of enrolled Seniors for no more than die 
reimbursement available from the federal government. Because of the high level of 
customer satisfaction and correspondingly high retention rate, I expect to cover each 
Medicare member for die rest of their life. This gives Oxford an enormous incentive to 
promote healthier lifestyles and to identify health problems early, before they become 
serious. 

While Oxford has experienced significant success in serving the Medicare 
population, a number of barriers exist under the current program that both limit the 
number of private plan options made available to beneficiaries, and that make it difficult 
for beneficiaries to opt-out of the fee-for-service program and into a private option plan 
such as ours. A number of improvements could be made that would achieve greater 
participation in private health plans. 


The number and type of plan options available to Medicare beneficiaries is 
limited to HMOs and competitive medical plans. Beneficiaries do not have 
access, for example, to point-of-service (POS) plans. To maximize 
competitive efficiencies, beneficiaries should have the right to choose 
among the full array of private options for health care coverage that are 
available to you and to me in the private marketplace, and we must assure a 
that a level playing field exists. 

To facilitate enrollment in private health plans options, HCFA should 
coordinate and sponsor a series of designated annual open enrollment 
periods for Medicare beneficiaries. In addition, HCFA should facilitate the 
marketing of private coverage options by distributing information to 
Medicare beneficiaries regarding all available plans in their area, much like 
the current process under the Federal Employee Health Benefit Program 
(FEHBP). Currently, HCFA does little to inform Medicare beneficiaries of 
their options under the risk-contracting program. 

HCFA should establish standards for disclosure of clear, precise and 
truthful information of plan benefits to Medicare beneficiaries, including 
coverage restrictions and beneficiary cost-sharing requirements, to assure 
quality for beneficiaries, and to avoid confusion and potential 
misrepresentation of covered benefits. Pre-approval of marketing materials 
is costly and time-consuming. Rather, HCFA should implement an SEC- 
like 'Tile-and-use" system to better facilitate marketing of private plan 
options to beneficiaries. 

Ultimately, the Medicare program should be completely privatized through 
a system that gives seniors the right and the opportunity to exercise their 
own purchasing power. 


Programs like Oxford's can continue to work as long as the federal government is a 
responsible partner. Through fair and predictable premium payments, a streamlined 
administrative process, and efforts to facilitate voluntary beneficiary enrollment in private 
plan options, government will attract more health plans and thereby achieve substantial 
cost savings. 
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Mr. Chairman, the private market is working, as evidenced by the rapidly 
declining rate of growth in health care costs and increased access to countless new and 
innovative health care products. Total private sector health costs increased only 2.5% in 
1994, with many health plans actually reducing premiums for enroUees. The market has 
been and will continue to be responsive to the demands of health care consumers for 
lower cost, higher quality care. 

We at HLC are prepared to work with you to advance the market-based health care 
system and ensure consumers quality, affordable health care. Thank you and I would be 
happy to answer any questions. 
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Chairman Thomas. Mrs. Johnson. 

Mrs. Johnson. Thank you. 

It is a pleasure to have all of you here, each one of whom I 
worked closely with in various circumstances. 

In your testimony, Mr. Wiggins, you talk about the barriers to 
your ability to offer this kind of option. It is extraordinary, and I 
wish the other members of the committee were here to hear about 
the access that seniors could be having to more care with no 
Medigap premium costs. It is astounding tnat so much of the world 
doesn’t know about this. And I thought if you would mention a lit- 
tle bit more about the barriers as you see them to expansion of 
choice, and leave time for Ms. Ignagni and Bill to come in on a cou- 
ple of things as well. 

Mr. Wiggins. Well, expansion of choice or expansion of enroll- 
ment? 

Mrs. Johnson. Expansion of enrollment. Let’s do that first. 

Mr. Wiggins. First of all, as I believe was reflected in earlier tes- 
timony, we do not enjoy an administration of this program that is 
very favorable to HMO enrollment. 

We have 4 percent of the people who enroll in our Medicare pro- 
gram, then disenroll before they become effective just because of 
the letter that arrives from HCFA that scares the daylights out of 
any senior coming into the program. 

Another thing 

Mrs. Johnson. Could you provide us with a copy of that letter? 

Mr. Wiggins. Sure. 

In fact, I may have a copy with me. 

[The following was subsequently received:] 
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EXHIBIT O 

DEPARTMENT OF HEALTH & HUMAN SERVICES 
HEALTH CARE FINANaNG ADMINISTRATION 
IMPORTANT MEDICARE INFORMATION 

ADVANTAGE {5 bat Botificd Medicara that you have joload tbalx baaltb plan. The 
aflaetive date of your aanbertbip la 03/01/93. 

ADVANTAGE £S It a bealtb plan that bat a contract vltb tbc Federal Covemaient to 
provide Bcdlcal care to Hedleare beneficlarlet. Under tbe contract with tbe 
Federal Govemnent, Medicare aabet a aontbly payacnt to tbe baaltb plan for each 
Medicare beneficiary wbo joint. In return, ADVANTAGE £S autt provide or arrange 
to provide all of tbe aedleal care you need that It covered under Medicare. 

They alto autt provide any other benefltt agreed to under tbe contract with 
Medicare and vltb you. ADVANTAGE £5 it approved to tarve aeabert ubo live In a 
tpeelflc geographic aervlee area. 

He arc tending you tbit notice to raalnd you of tbe tpeeial xulat that apply to 
you as a aanber of ADVANTAGE £5. As toon at your aeabertblp In tbe bealtb plan 
It in affect, 

• you Butt receive all of your aedleal eare tbrongb ADVAMIAGE fS doetort and 
hospitals. If you use other doetort or botpltalt, 1DD HILL HAVt ID FAY 
for tbe care you receive. 

THERE ARE ONLY TWO EXCEPTIONS TO THIS RULE. TOE EXCEPnONS ARE: 

1 ) EMERGENCY SERVICES: 

Caergenelet are those tituatlans when you need aedleal eare laaediately 
beeaute of a sudden illness or injury and the tiae Beaded to teach 
ADVANTAGE £5't doctors or hospitals vould aaan rlsL of peraanant daaage to 
your health. In an aaergeney it does not natter if you are- Inside or 
outside your plan's service area, you should go to tbe nearest hosptial or 
other health eare provider to get eare. ADVANTAGE £5 vill pay for 
aaergeney care you need whether or not you go to a provider affiliated 
with their plan. 

2) our or AREA URGENTLY NEEDED SERVICES: 

ADVANTAGE 65 will pay tor your eare if you have an unazpeeted acute 
illnost or injury while you are outside tbe plan's aarvioe area. This 
coverage is only available to you if: 

* you are taaporarllv outside tbe plan's aarvioo area; - 

* your illness' or injury requires aedleal attention to pravant a serious 
deterioration to your bealtb; and 

• required aedleal attention eonnot be delayed mtil you return to tbe 
service area. 

You nay seel the oore you need free s nearby doctor or hospital . If you do 
receive aaergeney or urgently needed care free a doctor or bospital not 
associated with you health plan, you should tell your plan as soon as possible. 
This is so they can oversee and arrange any follow-up oare you aay need. 

EXHIBIT O 
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If you have as urgent aedical problem tdiXlc you arc Insiile the lerviee area, but 
It is not an emergency, you must get care through your health plan. You should 
contact XDVAHTAGE 6$ for instructions on what to do. 

Please be sure to read the materials ADVANTAGE tS sands you as a member of their 
plan. These materials explain the rules of the plan and tell about the benefits 
they provide. They also explain your Medicare appeal rights. If you disagree 
with a decision ADVANTAGE tS mahes about a service you believe they should 
cover, you have a right to appeal. Tour membership materials give details on 
your appeal rights. If you need more Information about your right to appeal and 
how to request it, call your Social Security office or your health plan. 

He recommend that you let family members and friends know about your membership 
in ADVANTAGE SS, especially anyone who may help arrange your medical care. 

If you wish to and your membership in ADVANTAGE SS, you may do so in person or 
by writing directly to your health plan or your local Social Security office. 
Your membership will end on the first day of the month following the month that 
ADVANTAGE £5 or Social Security receives your written request for disenrollment 
(unless a later date is requested). 

Your health plan can answer any questions about this notice, or your enrollment 
in ADVANTAGE SS. When you write to your health plan or to Medicare, Include 
your membership number that appears on your plan's ID card ud your Medicare 
Health Insurance claim number that appears on your Medicare card. 

This Message is from: 

Health Care Financing Administration— Medicare 
l-G-2 Oak Meadows Building 
S340 Security Boulevard 
Baltimore, MD 21207 

—SAVE THIS NOTICE AND KEEP IT HTTH YOUR IMPORTANT PAPERS 



U.S. Depanmeni of 

Health and Human Services 

Health Care Financing Administration 
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Mr. Wiggins. Another thing that I think is a big problem is we 
don’t know who the Medicare enrollees are so we walk into Brook- 
lyn or 

Chairman Thomas. We want to make sure those numbers are 
correct. What was your retention rate in the proCTam? 

Mr. Wiggins. Eight percent of the total people that we sign up 
do not stay in our program after the first year. Four percent never 
get to their beginning date of coverage because they have got this 
Fetter from HCFA and they disenroll aft«r they have signed up. 

That is not uncommon, by the way, in the HMO risk contracting 
program. And they have modified the letter, to their credit, over 
time. And it may not just be the letter. It may be other factors as 
well. They may reconsider, and there is probably some legitimate 
disenrollment there. 

But in specific answer to your question, Nancy, I would like to 
suggest that one of the ways that you could promote enrollment is 
work with the HMOs a little more. We have simply asked HCFA 
to send a letter out. It would sure be nice if they just tell people 
about our availability. Instead, we have to get databases, employ 
large telemarketing units, using a kind of a Braille method to find 
senior citizens, which increases our marketing cost. If the Federal 
Grovemment could just promote a little more of this option, I be- 
lieve you would have massive enrollment. 

Regarding the way we enroll, we have ambassadors who go to 
diners and sit with people who are thinking of getting in the pro- 
CTam. Sometimes they say things we don’t want them to say, but 
this ambassador program of unpaid volunteers who show up to talk 
to their fellow seniors, that is the way seniors like to come into a 
program like this. They are very discerning and often skeptical po- 
tential customers. 

Mrs. Johnson. When you talk about the government helping re- 
duce marketing costs, do you have any idea what the average prof- 
itability is of the kinds of plans that serve seniors? 

We have heard some extraordinary fibres given earlier, and I 
know you don’t work to that kind of profit margin, but I wondered 
about the rest of the industry. 

Mr. Wiggins. My aftertax profit on premiums is generally just 
under 4 percent. That is I believe what you need to attract private 
enterprise. And for the amount of money that we collect, we gen- 
erally deliver a benefit that is far superior to what they are getting 
in traditional Medicare. Everybody is happy. No one is a loser, in- 
cluding the Federal Government, who is saving money. 

I disagree with the Mathematica study. I think it is fundamen- 
tally flawed. It is scary to think about a debate on this subject 
using the Mathematica study as a foundation for this debate. 

It is old. It doesn’t reflect the realities of getting increased enroll- 
ment into health plans. Karen can probably go point by point 
through the fundamental flaws of that study. But I would be afraid 
of using that right now to talk about Medicare reform. 

Mrs. Johnson. Karen, in your testimony you say that recent 
studies find that rather than shifting cost, the increased presence 
of HMOs leads to lower rates of increase in the fee-for-service sec- 
tor. And you conclude that a 1994 Urban Institute study concludes 
that for each 10-percent increase in the Medicare risk population’s 
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share of the Medicare market, per capita expenses in the Medicare 
fee-for-service sector declined by 1.2 percent. 

Now, given that information, do you have any idea why HCFA 
persists in believing that the Medicare risk market and the Medi- 
care Select market provide no savings to the Federal Government? 

Ms. Ignagni. I think we have had a precedent throughout var- 
ious sectors with respect to cost estimation that the practice has 
been to rely on published data, so that you would not, in making 
judgments, have access necessarily or reach out to find some of the 
newer data that are available. Indeed, as Mr. Wiggins said, that is 
the fundamental flaw of the Mathematica study. 

Since that study was done, I know, Mrs. Johnson, you are aware 
that enrollment in Medicare HMOs has increased 50 percent, as 
have the numbers of individuals participating, that is to say, plans. 

So there is that issue. The CBO estimation with respect to HMO 
effectiveness we believe suffers with the same lag problem with re- 
spect to data. Now that you are poised to make major changes, it 
seems prudent to stop and take a look at the track record we now 
know exists. Dr. Welch’s study. Dr. Hadley’s studies, show very im- 
portant spillover effects. That should be taken into consideration. 

Mr. Gradison. With respect to the question of coverage, we have 
been talking with quite a few of our members recently about Medi- 
care Select in anticipation of the hearing today. And we came away 
with the impression that there are a number of insurers and 
HMOs, of course, which would come into this program if it is made 
permanent. 

A 3-year program is not a powerful incentive to set up all the 
systems that are involved. So our best judgment is that if it is 
made permanent, you are going to see a lot of new competitors in 
the 15 States where it is already permitted. 

Mrs. Johnson. Thank you. That is an excellent point. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you. 

With all the opportunity that is out there, this continues to baffle 
me, that HCFA is not willing to move into a little more accelerated 
examination of options. I think it is fairly clear where their heart 
is in terms of not even willing to move forward and making perma- 
nent what we think is a very simple practice. I guess it is a heart 
transplant they need more than anything else. 

Plus, and this is where I need some help, there was no question 
that earlier on there were very few insurance products available for 
seniors, that was one of the reasons there was a major move for 
Medicare. 

To what extent, though, has the creation and the ongoing pres- 
ence of Medicare been an inhibitor in obviously developing products 
for that segment of the market given the way in which it is fun- 
damentally structured? And to what extent do we have to be bold 
again in going to a new model rather than timid, where you never, 
ever do get a full understanding of the products that could be avail- 
able? 

And the other side of the coin of that is the whole risk selection 
argument, that you are going to wind up with the healthier seniors 
going into these programs and Medicare becomes the insurer of last 
resort, which if that is the case I would like to know what the num- 
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bers are and what the profiles are, because we can deal with that 
if that is the result. 

Mr. Gradison. In a sense the creation of Medicare created an op- 
portunity in the private sector, that is to say, Medigap insurance 
was built as a wraparound policy to a government program, but it 
was fundamentally built upon the fee-for-service model, which was 
the way Medicare was created, and that was the world at that 
time. 

I think that one of the difficult conceptual issues in thinking 
about this is that managed care itself has changed a great deal 
over recent years from what it used to be. \^ile there are certainly 
all varieties — there is a broad spectrum of different kinds of man- 
aged care plans out there, the most dramatic growth appears to be 
in plans such as PPOs and point-of-service plans and plans that in 
other ways offer out-of-network options. That seems to be where 
the market is growing most rapidly. 

And in that sense, the discussion of managed care for Medicare 
beneficiaries as an option which will limit choice is sort of yester- 
day’s argument, not the future of the program. 

Now, I appreciate that that is not the way in which it is per- 
ceived by most of the beneficiaries. But I would suppose if you are 
thinking of restructuring, to pick up on the excellent point made 
by Karen Ignagni, you would want to figure out where you want 
to be at a certain point in the future, as your goal, and then figure 
out the steps necessary to get there. 

I am somewhat baffled that there is as much controversy about 
Medicare Select. I don’t think the Sun will fail to come up tomor- 
row, whether you expand it or don’t expand it. It is a very useful 
proCTam but it really isn’t at the heart of restructuring Medicare. 

Chairman Thomas. If we are going to have as much trouble in 
terms of not getting an agreement on something like Medicare Se- 
lect and the timeframe in which we have to rethink what we are 
doing, it just gets a little frightening about the educational curve 
that we are on with some folks. 

Mr. Gradison. Exactly, Mr. Chairman. 

Ms. Ignagni. Mr. Chairman, I was just going to observe, trying 
to cut through a lot of the complexity and admittedly there is quite 
a lot, if an individual is ill and knows that, I can’t imagine the ra- 
tionale for remaining in the existing fee-for-service system where 
we know about the copays, the deductibles, the barriers with re- 
spect to price. We know about the barriers with respect to adminis- 
trative responsibility in terms of forms and paperwork. 

But we also know that from the studies that we have done, the 
reason that individuals are exceedingly happy about HMO coverage 
is that under coordinated care, there is a comprehensive care ori- 
entation throughout the system, a very complex one, and I think 
as we get into exploring the reasons for individuals moving into 
HMOs, I think you will find some of the newer data suggesting 
that those who are chronically ill, indeed very ill, are most drawn 
to a coordinated system of care, which takes you from the point of 
preventive services to tertiary services and everything in between. 

That, to me, is worth something for beneficiaries, quite a lot. I 
am not so sure we have adequately evaluated that. 
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Chairman Thomas. To go back to a point that was made or at- 
tempted to be made with the GAO witness, obviously the private 
sector is moving very quickly, and it is difficult sometimes for gov- 
ernment to respond with measuring tools that are meaningful in 
the new environment. 

Clearly HCFA has difficulty in providing those tools. We have 
seen some examples mentioned of the private sector attempting to 
create tools for itself to measure quality and cost relationships. 

What have you folks who have been out there in the real world 
experienced with States and their ability to develop measuring 
tools that are meaningful? Or is the private sector again a 3- to 5- 
year lead on this? Are there tools out there that you are becoming 
aware of that would be useful to us in attempting to profile some 
models for measuring quality and cost? 

Ms. Ignagni. As you know, there is a plethora of regulation out 
there. Speaking for our plans, our plans are complying with regula- 
tions and statutes associated with the Federal HMO act. They are 
also complying with and are regulated at the State level for HMO 
products. 

Third, the employers are now using external accreditation mech- 
anisms such as the NCQA, mentioned by Dr. Vladeck, and for the 
private sector as well as for other kinds of products. So there are 
a number of other mechanisms out there. 

The concern, however, is the need to move to a system where 
there is a level playingfield across products, hoping and offering 
the same kinds of services in the market today, or in the future. 
And it seems that as we talk about appropriate regulatory mecha- 
nisms for HMOs, we need to — and our industry has fully supported 
that and has been in dialog both with employers as well as Federal 
and State regulators, we mso need to think about the same kinds 
of regulations extending across other products so that at the end 
of the day the beneficiaries will have the comfort that in fact there 
are these kinds of comparable regulatory mechanisms. 

There has been quite a lot going on in the HMO world. There is 
venr little if anything going on in the fee-for-service side. 

So we do have a system of a black box there that I think we need 
to get our hands around as we move forward to talk about expand- 
ing choice. There are some issues that need to be attended to with 
respect to quality, quality monitoring and assurance in the fee-for- 
service sector as well as all other sectors. 

Mr. Gradison. Mr. Chairman, for markets to work well, they 
need information. And the information available to permit intel- 
ligent choices in the health care today is inadequate. It isn’t that 
it is not accurate. It is just you can’t compare it veiw well. 

I think we need some mechanism which probably could be done 
by government or the private sector — probably more quickly by the 
private sector — to figure out what data is important, and then 
maybe some separate mechanism to monitor the system to see that 
the data that is coming up fi-om the individual plans is comparable, 
one to the other, and that they are doing it in a fair and appro- 
priate way. 

I don’t want to take a shot at HCFA because I recognize the 
problems that they have. Keep in mind they have been t^ing for 
years to put out comparative data on hospital mortality under Med- 
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icare and they have had difficullw with coming up with something 
that is accepted as being fair and meaningful, particularly with re- 
gard to the severity issue. And they stopped under Dr. Vladeck, 
and I can see why. And that is a relatives simple thing compared 
with some of the other comparative data that some folks, including 
ourselves, would like to have. 

I have one other just very brief but general point that I would 
like to make which is actually in defense of HCFA, Mr. Chairman, 
and that is that I haven’t seen a situation in or out of health care 
in which government regulation could keep up with changes in the 
marketplace. I would say that based upon my 18 years of experi- 
ence, that I had where you are. I would talk about banking, sav- 
ings and loans, railroads, trucking, before you ever get to health 
care. 

So I think the fundamental assumption that governments. State 
or Federal, either one, can move as fast as the innovations in the 
marketplace are taking place, is just unrealistic. It isn’t a question 
that people aren’t trying hard. I just don’t think it is possible for 
them to do it, no matter how hard they work, no matter how able 
thw are. 

Chairman Thomas. Yes, but I do believe there are some things 
that we can do, especially at the Federal level, and one of the 
things that shocked me most about getting more involved in this 
area was the lack of information. When you got it, it was 3 to 5 
years old, and the world had changed; you were simply looking at 
a historical model that wouldn’t help you at all. 

In terms of the outcomes, tests, computerization, administrative 
simplification, those are the kinds of enabling things I think we 
could do at the Federal level. Get some uniformity in malpractice 
so that as you begin collecting this data, it is more reliable. You 
can do it in a quicker period of time so that you can begin to yard- 
stick the thing. 

What concerns me, though, and I will go back to the HCFA ques- 
tion, is that rather than focusing on that and understanding that 
we might be able to, in the short run, adopt some tools that the 
private sector is utilizing. I believe that the front end is the dif- 
ficult part, as more and more people transition from work into this 
program, and have a comfort level with managed care because of 
their previous condition. What we ought to be doing is creating a 
threshold for those folks who have no yardstick or over the years 
we should develop a comfort level. 

What bothers me most about what I am hearing from HCFA in 
terms of the roadblocks they are trying to put up is a little bit like 
the Japanese car test program. That is, we want safe cars here so 
just crash every one that is imported and we will be able to deter- 
mine whether or not they are safe. 

'There doesn’t seem to be a willingness to focus on the need for 
change in a timeframe to make that change. And we are willing to 
do eveiything we can at this end to provide a structure. But if we 
are going to attempt to reinvent HCFA on a private sector model 
in the timeframe that we need to do it, we can’t do it, in my opin- 
ion. 

So I am looking for yardsticks, measurements, formulas that you 
folks have found to be successful that will attempt to incorporate 
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into a model to provide for the opportunity to allow people to walk 
over into that private sector by choice. 

And I don’t understand why, and I would like to see the letter 
that HCFA has been putting out or even the modified letter that 
HCFA has put out, why we aren’t creating at least an umbrella of 
understanding that this is an option and a reasonable one avail- 
able. 

The gentleman from Nebraska. 

Mr. Christensen. I am going to pass. 

Chairman Thomas. The gentleman from Washington. 

Mr. McDermott. Mr. Wiggins, I was looking at some data that 
is provided to us, companies providing managed care, this Oxford 
bunch. Last year you spent 69 cents of every dollar on patients. 

Mr. Wiggins. That is incorrect. That is the percentage of our 
total revenues that went to health services, included in revenues 
is what is called the administrative services only premium. You 
have to gross up what is our self-fimded business to a fully insured 
equivalent to derive a loss ratio, which is meaningfully higher. 'The 
number you use is not a loss ratio and probably comes out of a 
proxy or something. 

Mr. McDermott. Are you an economist or what are you? If it 
says 69 percent 

Mr. Wiggins. Yes, I am the economist for Oxford Health Plans. 

Mr. McDermott [continuing]. What are you doing with the rest 
of it? 

Mr. Wiggins. Our medical loss ratio varies by line of business. 
We generally develop products that deliver comprehensive health 
benefits for the commercial market. It might be anywhere from 10 
to 25 percent below the cost of a fee-for-service plan. And for that 
much reduced premium relative to the commercial market, we are 
able to deliver, as I said, a much more comprehensive program. 

Of my commercial employer customers, 98.6 percent stayed with 
the program in the last 2 years. That is our annual retention rate 
of commercial customers. So nobody seems to be complaining about 
the composition of the cost structure in our program. 

And, in fact, now that we are going into another year of zero pre- 
mium increase year over year, which was our 1994-95 adjustment, 
I anticipate that they will continue to not have a great difficulty 
with the composition. I would like to address your Medicaid point 
earlier, because we are also one of the fastest growing providers of 
services to the Medicaid population in New York and probably the 
only company making major investments in developing provider 
sites to serve the poor in inner-city neighborhoods. For instance, we 
are developing clinics in East New York, which is the highest crime 
area of Brooklyn. 

And what you find in Medicaid is that it is not at all like a com- 
mercial employment group. We have to hire outreach socialworkers 
that go into the homes to do what I have called a VP. We do a vis- 
ual preview, because most of who we cover, the ADC population, 
which is the mothers 

Mr. McDermott. Why do you have to go in and look at their 
house? You deliver health care; what the heck does the house have 
to do with it? 
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Mr. Wiggins. We are trying to lower the infant mortality rate 
and we have successfully done that in the Medicaid program. It 
takes a significant amount of money 

Mr. McDermott. What factors in infant mortality do you get 
from looking at the house? 

Mr. Wiggins. You try to assess as best you can how “at-risk” a 
pregnancy might be. 

Mr. McDermott. So it is at-risk. What do you do? 

Mr. Wiggins. You put caseworkers on it and try very hard to 
make sure you bring that pregnancy to full term. 

Mr. McDermott. What does that caseworker do? 

Mr. Wiggins. You are in the face of the mother. You are there 
often. You are trying to teach them about proper nutrition. When 
possible, you are trying to make sure they get to the providers most 
appropriate for their needs. Making sure they are getting in for 
their examinations in a timely manner to assure that they don’t 
have a high-risk situation. 

Many of the mothers on Medicaid happen to be high risk. And 
it is important to identify those situations early. 

Mr. McDermott. Can you terminate them? 

Mr. Wiggins. No. 

Mr. McDermott. So once you got them, you are stuck with 
them, no matter what they do? 

Mr. Wiggins. That is right. 

Mr. McDermott. And 

Mr. Wiggins. By the way, in New York, as I mentioned, you 
weren’t here, we take everybody without question. We take individ- 
uals enrolling in the plan. Medicare, Medicaid, anybody that wants 
into Oxford Health Plans can join any day of the week. 

Mr. McDermott. Under Medicare, if HCFA would risk adjust, 
would you still take people? 

Mr. Wiggins. Sure, we would. I think risk adjusters are a mis- 
take. I am aware of the three computer tools that are available 
right now to risk adjust. You could use ambulatory groups, you 
could use the Peer-a-Med system or the Symmetry system. Those 
would be the three most valid ways to risk adjust. Those are tools 
we use right now. I am familiar with their advantages and dis- 
advantages. 

You will find that in risk adjusting populations, that demo- 
graphics explain most of the variance. There is very little variance 
that is explained beyond demographics by these severity adjusting 
tools. And so it is a little bit folly, because it is like the fly on the 
elephant. It is just not going to help you much to know what the 
risk ad 

Mr. McDermott. Explain that in C-SPAN language for people 
who don’t know all the medical terms. What do you mean by risk 
adjustment? 

Mr. Wiggins. Risk adjustment is a way to determine how sick 
somebody is and then vary the payment to an HMO based on your 
assessment of how healthy or sick they are. Of course, as you 
know, people can change quickly. And so you might have somebody 
that has an assessment coming in that is very different 2 months 
in. 
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In addition, much like the Federal DRG program which has led 
to terrible fraud and abuse out in the marketplace, where doctors, 
as I know you are a physician, are trained now in our Nation’s hos- 
pitals how to get the coding right to get the reimbursement higher 
at the hospital. Risk adjusters will Tend themselves to the same 
type of gaming, and for that reason — I think that is one of the rea- 
sons I think they would be a very bad tool to use. 

Mr. McDermott. Your basic view is that you should not use a 
risk adjustment, you should give a flat fee for everybody, and that 
is it, not even for age? 

Mr. Wiggins. Age is valid. Once you get above 30 or more per- 
cent of the population in HMOs, you have already spread the risk 
meaningfully enough that you no longer need to woriy about risk 
adjusters. There is an even spread in the HMOs and there is an 
even spread outside the HMOs. 

Mr. McDermott. You are basically for community rating? 

Mr. Wiggins. I am very much in favor of community rating. And 
I think you could solve the problems that you addressed earlier 
here by having a community rating structure that forces me to take 
any Medicare comer. It is conceivable you could even include end- 
stage renal disease. 

Mr. McDermott. Did you hear that, Mr. Gradison? 

Mr. Wiggins. I am talking for myself now. 

Mr. McDermott. I understand that. That is why 

Mr. Wiggins. I have lost the Health Care Leadership Council 
reservation. 

Mr. McDermott. I had a feeling you were wandering off the 
text. 

Would you agree to that, take all comers? 

Mr. Gradison. That is exactly the way Medigap works today. At 
65, when you become eligible, it is guaranteed issue. It is only peo- 
ple who wait until later who don’t want to keep up their premiums, 
that the ratings and the preexisting condition limitations are hap- 
pening. So that with regard to 

Mr. McDermott. You mean if they bought it at 65 — and never 
drop a payment? 

Mr. Gradison. I am saying there is guaranteed issue at 65. 
Today, that is the standard approach to Medigap insurance. That 
is the way it works. 

Chairman 'Thomas. Ostensibly the gentleman’s time has expired, 
but he is scoring so many points for us I want him to just keep 
going. 

Mr. McDermott. I want it on the record so that we can ulti- 
mately discuss it, because not everybody believes what Mr. Wiggins 
said. 

Chairman 'Thomas. 'The gentleman understands the framework. 

Mr. McDermott. If you want me to go on, I would love to. 

Chairman 'Thomas. Your line of questioning is more beneficial to 
our coming to a conclusion than ours, because when you agree, you 
don’t really try 

Mr. McDermott. That is because you have got the votes. 

Chairman Thomas. I will tell the gentleman, I have been sitting 
here since 10 a.m. not because I have the votes. I have been sitting 
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here because I want to listen to people who I think have answers. 
That is why I am sitting here. 

The gentleman from Nebraska will question. 

Mr. Christensen. I just wanted to make a couple comments. 
First I wanted to thank the panel. I am sorry that I didn’t get a 
chance to hear your entire testimony but I am going to read it be- 
cause I am very intrigued as to the options and ideas that you 
have. 

I also want to say my hat is off to the young man in this crowd 
who can’t be more than 12 or 13 years old, who has been enduring 
this for a long time. You are to be- 

Ms. Ignagni. It is Mr. Wiggins’ son. 

Mr. Christensen. You are a fine young man. 

Mr. Wiggins. He has Sonny Bono’s signature here. 

Mr. Christensen. I want to ask the panel if they have any ideas 
on why the administration “punted” on their responsibility as far 
as the budget goes this year with reform in terms of Medicare. 
Have you heard anything as far as the administration’s viewpoints 
toward addressing this area, anything in general? 

Ms. Ignagni. 

Ms. Ignagni. I was hoping you wouldn’t turn to me first, frankly. 
What comes to mind is one has enough trouble explaining one’s 
own actions, it is very difficult to explain somebody else’s, but I 
suspect that what needs to be said is that some of the discussion 
is quite new with respect to a full look at the Medicare program. 

I think several months ago no one would have predicted that we 
would have been here talking about a fundamental change in direc- 
tion potentially for Medicare, while assuring the promise that was 
made back in 1965, and I would suspect that many individuals 
from across the political perspective and spectrum, as I know with- 
in our organizations and probably many others are beginning to 
just now get their hands around what that means and the potential 
for moving forward in a variety of directions. 

I think the Chairman’s notion and challenge for the witnesses 
which we have tried to take very seriously is to think broad, think 
bold, and try to be as helpful as we can in pointing a direction. 

What also needs to be said is I am not sure everyone has thought 
fully about the steps that would be necessary seriatim to move 
from A to B, and we want to be very helpful in that, but I want 
to be quite frank in saying that we are going to have quite a lot 
of additional discussion within our own ranks. 

Mr. Christensen. Congressman Gradison, is there any doubt in 
your mind at all — ^you have been here on the Hill for several years 
of your life, been involved in public service, and now you are on the 
other side in terms of the private sector — is there any doubt in 
your mind who can help solve this problem? Is it the government 
or can it be better solved and better managed through private sec- 
tor options, private sector ideas like Mr. Wiggins talked about a lit- 
tle bit ago? Not that I agree with everything that he said because 
I am opposed to community rating, but I liked what he said in 
terms of addressing Medicare. 

Mr. Gradison. First off, the last major changes of any con- 
sequence in national health care legislation occurred almost 30 
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years ago. That tells you how hard it is to bring about changes. 
That was Medicare and Medicaid, 1965. That I think is interesting. 

I think that what is happening, and this has been true with ad- 
ministrations of both parties, and Congress, as it turns out, of both 
parties now as well, is that the promises made in 1965 are turning 
out to be difficult to fulfill. They are just very expensive, more ex- 
pensive, far more expensive than was anticipated, and that creates 
a real problem of what do you do about it, pony up more money 
or somehow cut back on the programs or some combination of the 
two. 

The third thing that has happened is that there has been a tre- 
mendous change in the way health care is delivered and financed 
in this coimtry over recent years, and the pace seems to be accel- 
erating. 

Now, to come directly to your question, what runs through my 
mind, this isn’t a direct but it is intended to be a very significant, 
I mean meemingful response to you, what comes to my mind was 
the experience we had with Medicare catastrophic. It blew up on 
us. I was one of a handful that went down with the ship and voted 
against repeal, but what it turned out was that — there are a lot of 
ways to interpret what happened, but one way to interpret it is 
that most Medicare beneficiaries like the program the way it is, 
and therefore it is hard to change it. That I think is a simple- 
minded but accurate way to say it. 

We thought we were at the time — I am not trying to beat a dead 
horse — but we thought we were improving it for the vast majority 
of the beneficiaries, but that didn’t seem to be the message that 
came through in the end, so I guess that there is just a warning 
flag out there. 

For those of you who didn’t live through that experience, it was 
traumatic. I carry it around with me, 1 actually have it in my 
desk — a photograph of the signing ceremony. Here is Ronald 
Reagan, he signed it, and here are a number of people, some of 
whom would be here today if the full committee or subcommittee 
were here, including this guy, beaming with pride. 

Within 1 year later it was repealed, the first and I think only so- 
cial program in the histoiy of this coimtiy that was repealed before 
it took full effect. So it is just a sensitive program. It is hard to 
work with it, hard to change it. 

Mr. Christensen, I have got a quick question before my time 
runs out. On the Oxford Health Plan, did you start that company? 

Mr. Wiggins. Yes. 

Mr. Christensen. How many employees do you have now? 

Mr. Wiggins. I have got about 2,100. 

Mr. Christensen. 2,100, and you started this company from 
scratch? 

Mr. Wiggins. Yes, about a billion and a half, billion three or four 
this year. 

Mr. Christensen. I would just say hats off to you, Mr. Wiggins, 
because you are a prime example of what made this country g’eat 
in terms of entrepreneurial capitalism, entrepreneurial activity, 
creating jobs, expanding the tax base, and you are much more than 
just an economist, you are the envy of America, and I appreciate 
your testimony here today. 
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Mr. Wiggins. Thank you. 

Mr. Ensign. He wants a job afterward. 

Chairm2in Thomas. No, you are going to be here for a long time, 
Mr. Christensen. 

As one who did not vote for catastrophic, in trying to follow it, 
who was relatively new to the whole process, I mean, what I 
thought was going on was a relatively clear disconnect from people 
who wanted to provide something which in terms of the larger pa- 
rameters, responsibility, copays made sense. But who was going to 
react were people who already had what we were trying to give 
them, by virtue of being relatively sophisticated and purchased it 
in the marketplace. 

Mr. Gradison. Right. 

Chairman Thomas. What they were looking for was something 
they didn’t have, long-term care and some other areas that we 
should have moved. So, to me, I just saw the train wreck coming 
from the beginning because not that it wasn’t going to be a benefit 
for the entire universe, the universe that was going to react, react 
quickly, and react negatively. The ones who ultimately tipped the 
balance were those who really didn’t see that they were getting 
anything for the additional payments. That was my analysis. 

Mr. Gradison. You are absolutely right. There were large num- 
bers of people out there who had generous health benefit plans in 
retirement from the Federal service and from private industry as 
well who felt they wouldn’t get anything out of it. I think that is 
part of it. 

If that is so, and I am inclined to agree that was one of the ele- 
ments, then it calls into question the notion of a one-size-fits-all 
package, and my impression is that the program in the long run 
would be a lot better off if it offered — mean the Federal Govern- 
ment should figure out what it is willing to spend, but I think the 
notion of offering actuarially equivalent packages and giving people 
some choice makes sense. 

What a lot of people, I think, were saying is, We are willing to 
pay a higher deductible on the present benefit package if you add 
some outpatient prescription drugs, as an example. They can’t do 
that today. 

Chairman Thomas. See, that is my problem. My problem is that 
we can’t even play the game of building up the package that we 
now have vmder the old fee-for-service to continue to try to profile 
what is going on out there because the change is so rapid. 

What I got out of catastrophic was that we ought to get out of 
the business as government either bureaucrats or elected officials 
in trying to guess what people want. Our job is to create some kind 
of a clear, as the best we are able with all the techniques we have, 
equivalency in which people vote with their feet. The Medicare 
check will let them vote where they want the money to go. Our job 
is to make sure that you have got minimum standards out there. 

This is a slightly different profile group than most, but the pro- 
gram that will work best is the one that they choose, not the one 
that we choose, and that is where I think we will be able to make 
changes and not have it blow up on us like catastrophic did. 

Are there any more questions? 
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I want to thank this panel very much. You obviously are very, 
very knowledgeable. Let me say that you are going to be relied on 
very heavily and others like you in shaping this program. You are 
out there doing it, and we need you. 

Mrs. Johnson. Mr. Wiggins, would you reply to Mr. McDermott’s 
question in writing for us regarding the 69-percent figure he used, 
and we can get that, the staff on that side, to clarify those fibres, 
because those kinds of figures were used throughout the hearing in 
a number of circumstances and this committee needs to underst^d 
that when 69 percent is spent on services, that does not mean that 
31 percent is spent on administrative costs or profit. So we need 
to get clear what dollars get spent on services, what are adminis- 
tration, what are costs, and what are other kinds of expenditures 
like those you described that were more complicated. 

Thank you. 

Mr. Wiggins. I would be happy to. 

Chairman Thomas. My assumption is it won’t be on Health Care 
Leadership Council letterhead. 

[No information was received at the time of printing.] 

Chairman Thomas. We will ask for our last panel to come for- 
ward, please. Ms. Musser, Ms. Shearer, and Mr. Gauthier, we want 
to thank you for your patience. Any written testimony that you 
may have for the subcommittee will be made a part of the record, 
witnout objection, and you may proceed in any way you wish to in- 
form the subcommittee. And we will begin with Dr. Musser. 

STATEMENT OF JOSEPHINE W. MUSSER, RECORDING 

SECRETARY, NATIONAL ASSOCIATION OP INSURANCE 

COMMISSIONERS; AND COMMISSIONER OF INSURANCE, 

STATE OF WISCONSIN 

Ms. Musser. Thank you, Mr. Chairman. There is an error, it is 
Commissioner Musser. I am not a physician or a Ph.D., but I would 
like to take credit for a number of those things. 

Chairmem Thomas. We will leave it up there anyway. 

Ms. Musser. Thank you. 

There are advantages and disadvantages to going on the last 
panel. I have pages after pages of purple ink and comments, won- 
derful ideas and difficult issues that were deliberated today and 
many very worthwhile suggestions and comments that I have writ- 
ten all over. 

I wanted to say how impressed I am as well with the deliberation 
that has gone on on this very serious issue. 

My name is Josephine Musser. I am the recording secretary of 
the NAIC, the National Association of Insurance Commissioners, 
and I am the Commissioner of Insurance for the State of Wiscon- 
sin. 

The NAIC is the Nation’s oldest association of State government 
officials. Our members are the chief insurance regulators of 50 
States, the District of Columbia, and 4 U.S. territories. On behalf 
of the NAIC, I want to thank you for the opportunity to discuss the 
Medicare Select program today. 

Mr. Chairman, I am pleased to be here today to testify in support 
of our position. I am also pleased to report to you that two of our 
sister State organizations, the National Governors Association and 
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the National Conference of State Legislatures, join the NAIC in our 
position before you today. 

The NAIC supports the extension of Medicare Select to all 50 
States and the elimination of the sunset provision. Why? Because 
it is a good deal for customers. Medicare Select offers choice, it of- 
fers savings, it offers consumer satisfaction. Unfortunately, only a 
relatively few of our Nation’s Medicare supplement customers now 
have this option available to them. We would like it to be available 
to all. 

The concept of Medicare Select, of course, is quite simple. These 
policies are just like standardized Medicare supplement policies ex- 
cept that they utilize the concepts of managed care. In order to re- 
ceive full benefits. Medicare Select policyholders use network pro- 
viders. The policyholder’s out-of-pocket expenses are larger if he or 
she goes outside the network for care. 

Under the leadership of Governor Tommy G. Thompson, Wiscon- 
sin already had a well-established and successful managed care 
Medicare supplemental insurance market. With the enactment of 
OBRA 1990 and the Medicare Select program, we recognized that 
in order to maintain that market we needed to become one of the 
15 States chosen to participate in the Medicare Select demonstra- 
tion project. Among the others, of course, are California, Illinois, 
Texas, and Washington. 

In Wisconsin, Governor Thompson and I are very pleased with 
the program. We know that the program works. We have seen the 
savings, and the high level of customer satisfaction Medicare Select 
policyholders enjoy. 

During the break many of the HCFA staff members today — dur- 
ing the many breaks today, many of the HCFA staff members came 
up to me and said. We know it works in Wisconsin. If all the States 
would do it like Wisconsin, we wouldn’t be having this discussion. 

The 3-year demonstration period in the 15 States expired at the 
end of last year, but as you know, we have the extension for an- 
other 6 months, and so the clock is once again ticking for the Medi- 
care supplement customers. It is time to make the program perma- 
nent and time to make it available in all States now. 

When Congpress instructed the NAIC to develop Medicare Select 
standards in 1990, we built in important customer protections. In 
order to sell Medicare Select policies, insurers must file a plan of 
operation with the insurance commissioner, demonstrating that the 
network provides sufficient access to care, an ongoing quality as- 
surance program, disclosure of all network restrictions at the time 
of enrollment, provisions for out-of-area and emergency coverage, 
and the availability and cost of all Medicare supplement policies 
without network restrictions that are offered by that insurer. 

Additionally, through 1994 and 1995, the NAIC has begun devel- 
oping what has been called health plan accountability standards 
and model regulations, to enable State insurance departments to 
strengthen their quality assurance standards in the insured mar- 
ketplace. 

I would like to discuss that further with you, if you have ques- 
tions, and also what the NAIC is doing with regards to quality as- 
surance and especially data collection. 



433 


Our experience with Select policies in Wisconsin has been most 
positive. Twelve percent of our Medicare supplement market con- 
sists of Select plans. As you can see, this innovation is a substan- 
tial part of the Wisconsin market affecting thousands of Wisconsin 
citizens. 

The consumers of my State are satisfied with their managed care 
Medicare supplement coverage. Over the last 5 years, only 2.2 per- 
cent of our department’s Medicare supplement complaints were 
lodged against HMO Medicare supplement insurers. 

In addition. Medicare Select coverage is cheaper, in Wisconsin a 
full 20 to 30 percent cheaper than indemnity products. 'That can be 
as much as $500 per year in the pocket of the average 85-year-old 
beneficiary. 

In Wisconsin, Medicare Select works. On the national level, let 
me tell you more about why the NAIC supports the expansion of 
Medicare Select to all 50 States and the elimination of the pro- 
gram’s sunset provision by pointing out what Medicare Select does 
for policyholders. 

Again, it gives consumers choice, savings, and satisfaction. Na- 
tionally, the Select program offers premiums 10 to 37 percent 
below those of other supplement products. That is hardly pocket 
change to a consumer on a fixed income. 

As for consumer satisfaction nationally, let’s look at the closed 
complaints in 10 Medicare Select States for 1994. We found 967 
complaints against non-Select policies. By comparison. Select poli- 
cies logged a grand total of nine. That is nine complaints. 

Again, I cannot stress strongly enough the choice Select policies 
offer Medicare supplement consumers. Not gpving consumers in all 
50 States the choice of these insurance products, or worse yet, tak- 
ing these products away from the consumers in the 15 demonstra- 
tion States would ill serve both our consumers and our market- 
place, and likely we must consider the prices of the indemnity Med- 
icare supplement products, would also increase if this product was 
removed from the market. 

Mr. Chairman, I also ask you to consider the effects on current 
Select policyholders. If the program is not extended with no new 
enrollees, premiums will increase for current Select policyholders. 

While they will be allowed to remain in the program without in- 
fusion of new members, premiums will increase as the policy- 
holders grow older, resulting in premiums that would be well be- 
yond the reach of consumers left stranded in the program. But if 
the program is expanded to all 50 States, we believe more carriers 
will be persuaded to enter the Select market. 

Mr. Chairman, the NAIC supports the extension and expansion 
of Select to all 50 States. The Wisconsin experience has been a suc- 
cess, and we have high hopes for an expanded program on a per- 
manent basis. 

We look forward to working with you. 

'Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF JOSEPHINE W. MUSSER 
NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS 


Mr. Chairman and Members of the Subcommittee, my name is Josephine Musser. 

I am the Recording Secretary of the National Association of Insurance Commissioners 
(NAIC), and the Commissioner of Insurance for the State of Wisconsin. 

The NAIC is the nation's oldest association of state public officials, composed of 
the chief insurance regulators of the fifty states, the District of Columbia, and four U. S. 
territories. On behalf of the NAIC, I to thank you for the opportunity to appear 
before the Subcommittee on Health to discuss the Medicare SELECT program. 

NAIC supports the extension of Medicare SELECT to all 50 states and elimination 
of the sunset provision. I am pleased to be here today to testify in support of our position. 
1 am also pleased to report to you that the National Governors Association (NGA) and the 
National Conference of State Le^slatures (NCSL) joins the NAIC in our position before 
you today. 

Today I will discuss the Medicare SELECT program generally, the experience of 
the State of Wisconsin as one of the states parliapating in the Medicare SELECT 
demonstration project, the savings accruing to beneficiaries with Medicare SELECT 
pyolicies; the high level of consumer satisf^ion with Medicare SELECT policies; the 
added choice the existence of these policies ^ves to Medicare beneficiaries; and the 
adverse effect the sunset of the program would have on Medicare beneficiaries. I will also 
discuss the fact that Medicare SELECT policies are supplemental insurance products and 
cannot be compared to Medicare Risk contracts 

Medicare SELECT 

The Omnibus Budget Reconciliation Act of 1990 (OBRA 1990) limited the sale of 
Medicare Supplement, or Medigap, insurance policies with managed care or preferred 
provider component to 1 5 states for a three year demonstration period. (The three year 
period expired on December 31,1 994, and, in the fall of 1 994, Congress extended the 
program for another six months through the Social Security Aa Amendments of 1994). 
OBRA 1990 also provided for standardization of Medigap policies. Pursuant to that 
le^slation, the NAIC adopted the Model Regulation to Implement the NAIC Medicare 
Supplement Insurance Minimum Standards Model Act (NAIC Model) that was 
incorporated into federal law when the Secretary of the Department of Health and Human 
Services (Secretary) published this model. This model developed 10 standard Medigap 
policies, A through J, and set forth the Medicare SELECT standards. Medicare SELECT 
policies are just like standardized Medigap policies, except that foil benefits are paid only 
when network providers are used. 

The Secretary established guidelines for states to request to participate in this 
demonstration project The Secretary initially chose the following states for the 
demonstration project Alabama; Arizona, California, Florida; Indiana, Kentucky; 
Michigan; Minnesota; Missouri, North Dakota; Ohio, Oregon, Texas; Washington; and 
Wisconsin. Oregon and Michigan ultimately withdrew from the project due to lack of 
interest by insurers, and were replaced by Illinois and Massachusetts. 

OBRA 1990 established the minimum requirements for Medicare SELECT policies 
and the NAIC Model served as the vehicle to implement these requirements. In order to 
sell Medicare SELECT policies, insurers must file a plan of operation with the insurance 
Commissioner demonstrating that; 1) the network offers sufficient access to care; 2) the 
network has an ongoing quality assurance program; and 3) the insurer provides disclosure, 
at the time of enrollment, of the networic restrictions, provisions for out-of-area and 
emergency coverage and the availability and cost of all Medicare supplement policies 
without network restrictions offered by the in^rer. The plan of operation must also 
outline certain required disclosures to consumers including descriptions of the network 
restrictions, the grievance procedure and quality assurance. 

As stated above, Medicare SELECT policyholders must avail themselves of 
network providers designated by the insurer (except for emergency services) in order to 
obtain foil benefits under the policies. This is the main characteristic differentiating 
SELECT from non-SELECT Medicare supplmient policies, whose policyholders have no 
such provider restrictions. Under both types of policies. Medicare pays a significant 
ponion of a bill irrespective of the provider chosen by the policyholder, but the 
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policyholder's cost-sharing portion will be larger if a SELECT policyholder obtains 
services outside the network. 

A Congressional Research Service Report for Congress on this program estimates 
that as of October, 1 994, 450,000 persons were enrolled in Medicare SELECT, 

In all states except Massachusetts, Minnesota and Wisconsin, the Medicare 
supplement policies conform to the standardized A through J NAIC model plans. This is 
also true for SELECT policies. Massachusetts, Minnesota and Wisconsin were granted a 
waiver from the standardization requirement because they had standardized programs in 
place prior to the NAIC models In those states, the SELECT policies must conform to 
the existing state standardization requirements. 

The Wisconsin Experience 

Managed care medicare supplement coverage has not been a stranger to 
Wisconsin. Well before the enactment of OBRA 1990 and the establishment of the 
Medicare SELECT demonstration project. Wisconsin already had a good portion of its 
Medicare supplement insurance market in private managed care (HMO) insurers. Since 
OBRA 1990 prohibited the sale of private managed care Medicare supplement insurance, 
except as Medicare SELECT, it was vital that Wisconsin be one of the 1 5 states in the 
Medicare SELECT demonstration project. 

At the end of 1993, there were 321,336 Medicare supplement insurance policies in 
force in Wisconsin The number of HMO Medicare supplement insurance policies 
(SELECT) in force at the end of 1993 was 41,016, or 12% of the total market. This 
figure includes 12,430 enrollees in Health Care Prepayment Plans. As you can see, 
managed care Medicare supplement coverage is a substantial part of Wisconsin's Medicare 
supplement market and affects many thousands of Wisconsin citizens. 

Wisconsin consumers are satisfied with their managed care Medicare supplement 
coverage The Wisconsin Office of the Commissioner of Insurance receives about 9,500 
written consumer complaints annually for all lines of business. In the last five years, the 
office received a total of 1,984 medicare supplement insurance complaints, of which only 
45 or 2.2% were complaints against HMO Medicare supplement insurers. Clearly, 
managed care Medicare supplement insurance has been a well-received, successful 
product in Wisconsin. 

In Wisconsin, HMO Medicare supplement insurance or Medicare SELECT 
coverage is cheaper than indemnity Medicare supplement coverage. Depending on age 
and geographic location. Medicare SELECT policies arc 20% to 30% cheaper than 
indemnity Medicare supplement policies That can be a savings of as much as $500 per 
year, on average, for an 85 year old beneficiary,. 

As I mentioned earlier, Wisconsin had an active HMO Medicare supplement 
market well before OBRA 1990 and its Medicare SELECT demonstration project. 
Wisconsin's market was comprised of federally sponsored programs such as Health Care 
Prepayment Plans and Medicare Risk policies, and private HMO Medicare supplement 
plans. We have actively regulated the private HMO Medicare supplement plans and the 
supplement portion of the federal programs In fact, many of the provisions currently a 
part of the Medicare SELECT requirements were already in place as part of Wisconsin’s 
regulatory framework for managed care Medicare supplement coverage. From 
Wisconsin's standpoint, we would hope that Congress would at least see fit to extend 
Medicare SELECT to all 50 states and eliminate the sunset provision. Without such 
action, more than 28,000 Wisconsin citizens would be placed in a very costly position 

Extension of Medicare SELECT to all 50 States 

NAIC supports the expansion of Medicare SELECT to all 50 states, and the 
elimination of the program sunset provision. As you know, Representatives Johnson and 
Pomeroy and Senator Chafee have introduced legislation which would do just that. For a 
number of reasons, we strongly support these efforts 

I would like to point out what Medicare SELECT does for SELECT 
policyholders. The primary reason the NAIC supports the extension and expansion of the 
Medicare SELECT program is due to the savings it offers to the beneficiary. As stated 
earlier for Wisconsin, and now nationally, various sources have indicated that across the 
demonstration states the SELECT program offers premium savings to Medicare 
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beneficiaries ranging from 10% to 37% off of the cost of premiums for other supplemental 
products. That is a significant amount of money to persons on a fixed income. 

Second, there is a high degree of comumer satisfaction among SELECT 
policyholders. The statistics I proffered earlier r^arding the extremely low occurrence of 
consumer complaints regarding the SELECT product in Wisconsin have been replicated 
among the demonstration project states. In fact, ten Medicare SELECT states, Arizona, 
California, Florida, Illinois, Indiana, Kentucky. Missouri, North Dakota, Texas, and 
Wisconsin report Medicare supplement complaints to the NAlC's Complaint Data System. 
Of the records received so far for closed complaints in 1 994, only nine are against 
Medicare SELECT policies and 967 are against non-SELECT Medicare supplement 
policies. 

Third, the existence of the SELECT product offers Medicare beneficiaries a choice 
among the array of Medicare coverage options, particularly since it is the only Medicare 
supplemental product that incorporates elements of managed care. Options currently 
available to Medicare beneficiaries include Medicare Risk and Cost Contracting programs, 
which provide non-supplemental and supplemental benefits For supplemental coverage, 
beneficiaries can choose between standardized Medicare SELECT and nonrestrictive 
Medigap policies. Thus, Medicare SELECT creates an additional option among the entire 
spectrum of available options relating to Medicare and Medicare supplemental coverage. 

There are also several points that need to be made about the effect on current 
SELECT policyholders of not extending the program If the program sunsets, no new 
enrollees will be allowed in the program and premiums will increase for current SELECT 
enrollces. While current policyholders will be allowed to remain in the Medicare SELECT 
program, without the infusion of new members, premiums will increase as the 
policyholders age, reflecting the increased adverse experience of the aging policyholder 
base. It is likely that ultimately the premium will become unaffordable for persons 
stranded in the program (the premium "death spiral”), and policyholders could be forced 
into the indemnity Medigap insurance market, and be otherwise uninsurable. 

Another problem which could occur if the Medicare SELECT program is not 
extended is that the SELECT provider networks would likely deteriorate. If there are no 
new members in the SELECT program, providers who decide that it is not worth the 
administrative burden to participate in a program which is not enrolling new members 
could drop out of the SELECT network. This could result in a collapse of the network 
and immediate loss of services to beneficiaries if there are no contracted providers to 
deliver care. 

Some have expressed disappointment that more insurance carriers are not 
participating in the Medicare SELECT program. However, the lack of insurer 
participation may be attributed to the finite nature of the demonstration project. Many 
carriers were reluctant to enter the market with a new product when the market was 
limited to 1 5 states and the product might be terminated after three years. Most carriers 
believe that it takes two to three years to develop a product, price it, and obtain regulatory 
approval, and four to five years to obtain good data on the new product. It is entirely 
possible that with the extension and expansion of Medicare SELECT to all 50 states and 
the elimination of the sunset provision, more carriers will enter the SELECT market. 

Now 1 would like to talk briefly about what Medicare SELECT is not. It is not the 
Medicare Risk program. Medicare SELECT is a Medigap policy - a supplemental 
insurance product That fact needs to be underscored to prevent inappropriate 
comparisons with other managed care options available to Medicare beneficiaries. For 
example, standards and expectations applicable to Medicare Risk contracts, which affect 
the full spectrum of services received by Medicare beneficiaries, are not necessarily 
transferable to the Medicare SELECT program, a supplemental insurance product 
designed to pay benefits relating to gaps in Medicare coverage. 

One of the goals of the Medicare SELECT program is to introduce the Medicare 
beneficiary portion of the population to concepts of managed care. It is important to note 
that managed care is in different developmental stages throughout the states, and is not as 
developed elsewhere as it is in states like Wisconsin and California. However, the 
introduction of the concept of managed care to Medicare beneficiaries is being achieved in 
the SELECT population by use of HMDs, such as in Wisconsin, and by the use of 
preferred provider organizations wth contracted networks of providers in other states. In 
many areas of the country, a Medicare Risk contract is not an option for a Medicare 
beneficiary. If the intent in the long run is to make a transition of all Medicare 
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beneficianes into the Medicare Risk or similar Medicare managed care program, it well 
serves that purpose to have Medicare SEL^TT available to those portions of the 
Medicare population where Medicare Risk is oiirently unavailable to introduce them to 
elements of managed care. 

Conclusion 

The NAIC supports the extension and expansion of Medicare SELECT to alt 50 
states. C^tainly, Wisconsin considers managed care Medicare supplement coverage and 
its Medico SELECT demonstration project to be a success, and has high hopes for the 
program as a whole. The task of introducing the Medicare population to managed care is 
certainly worthwhile but will take time. Medicare SELECT is a product which 
we believe provides meaningful Medicare Aipplement coverage, helps in introducing 
Medicare beneficiaries to managed care and saves beneficiaries money. 

We look forward to working with you on this issue. Again, thank you for the 
opportunity to testify 
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Chairman Thomas. Thank you, Ms. Musser. 

I will ask members of the panel, do you want to try to vote and 
come back or get another witness in? 

Ms. Shearer, you are imder the gun. 

STATEMENT OF GAIL SHEARER, DIRECTOR, HEALTH POLICY 
ANALYSIS, WASHINGTON OFFICE, CONSUMERS UNION 

Ms. Shearer. I will be very quick. 

Consumers Union appreciates the opportunity to present our 
views on the issue of Medicare Select. We have spent many years 
monitoring the Medigap market and working to improve protec- 
tions for seniors who buy Medigap policies. We worked in support 
of this subcommittee’s efforts to fix the problems in this market- 
place, efforts that culminated in the historic enactment of OBRA 
1990 Medigap reforms. These reforms made it much easier for con- 
sumers to comparison shop among so-called Medigap policies which 
are designed, of course, to fill in the gaps left by Medicare. 

This testimony addresses one aspect of the Medicare supplement 
insurance market: Medicare Select. We believe there are several 
major problems with the Medicare Select market, and we urge cau- 
tion when it comes to making it a permanent program. 

The first problem is pricing games. Medicare Select policies offer 
cheaper premiums to begin with, but because of a system of so- 
called attained age pricing that many policies use, the premiums 
will rise steeply as the policyholder gets older. Most of the top- 
rated Medicare Select policies rated by Consumer Reports were at- 
tained age rated products. Congress should not lock in or expand 
a program which perpetuates this deceptive pricing practice. 

Second, illusory cost savings. Medicare Select premiums are 
often low but at a cost to other Americans. Insurance companies 
that write Medicare Select policies typically don’t pay the deduct- 
ible to the hospital that other Medigap policies are designed to pay, 
but the hospital still has to cover its costs. The result? It shifts 
costs to other patients and their insurers. To paraphrase Congress- 
man Gradison who addressed cost shifting in the Medicare market. 
Medicare Select, by cost shifting, represents a tax on non-Medicare 
Select consumers. 

Third, the Medigap maze. The whole idea behind OBRA 1990 
Medigap reforms was to allow consumers to make kitchen-table 
comparison among plans, but the Medicare Select program doesn’t 
forward this goal. Medicare Select adds a layer of confusion by forc- 
ing consumers to balance initially lower premiums against re- 
stricted freedom of choice of doctor or hospital. 

We believe that it is premature to expand or make permanent 
the Medicare Select program. The preliminary analysis of this pro- 
gram indicates that so far it has not been successful in reducing 
costs or even attracting substantial interest from insurers or con- 
sumers. 

Therefore, we recommend, quickly, that Congress require all 
States to do what several States have done already — community 
rate their Medigap market to eliminate this hazardous pricing 
structure used by many Medicare Select plans and thereby level 
the playingfield among insurers. Alternatively, condition a State’s 
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ability to participate in Medicare Select to a statewide requirement 
of community rating for the Medigap market. 

Second, require a 6-month open enrollment period for all consum- 
ers who were previously enrolled in Medicare Select who want to 
switch to a fee-for-service plan. 

And third, limit the extension of Medicare Select to a 2-year time 
period that would allow for study and analysis of cost savings and 
quality control. 

Postpone expansion of the program to additional States until the 
studies are complete and regulatory adjustments can be put in 
place. We were pleased to hear that Congressman Pomeroy spoke 
in support of this possibility to allow for fine timing. 

In conclusion, research done to date indicates that the Medicare 
Select demonstration progjram has not achieved its goals. It has re- 
sulted in a marketplace in which premium pricing games distort 
the true cost of the policy. It has not achieved cost savings but 
merely shifts the costs to other consumers. Few insurers and few 
consumers have participated. 

In many States’ regulation of this product. Medicare Select has 
fallen between the cracks of different regulatory agencies, leaving 
consumers without the protections that they need. 

Congress should not expand the program and make it perma- 
nent, but should take steps now to what is broken, specifically 
the pricing structure and the need for open enrollment, and await 
further study results before locking the program into place. 

With respect to Medicare Select, we urge you to proceed with 
caution. 

Thank you very much for considering our views. 

[The prepared statement and attachment follow:] 



440 


TESTIMONY OF GAIL SHEARER 
CONSUMERS UNION 

Consumers Union' appreciates the opportunity to present our views on the issue 
of Medicare Select. We have spent several years monitoring the medigap market and 
working to improve protections for seniors who buy medigap policies. We worked in 
support of this Subcommittee’s efforts to fix the problems in this marketplace, efforts that 
culminated in the historic enactment of OBRA-90 medigap reforms. These reforms made 
it much easier for consumers to comparison-shop among so-called medigap policies, 
which are designed to fill in the gaps in coverage left by Medicare. We continue to 
believe that these reforms serve as a valuable model for future legislation in areas such 
as long-term care insurance and regulation of a supplemental market in future health 
reform. 

This testimony addresses one aspect of the Medicare supplement insurance market 
•- Medicare Select. Medicare Select is a cross between traditional Medicare supplement 
(or medigap) policies and HMO’s. In return for initially cheaper premiums, consumers 
agree to obtain care within a designated network of doctors — in order to be reimbursed 
for the costs covered by the policy. (Medicare still provides coverage, regardless of 
whether the provider is in the Select network.) 

We believe that there are several problems with Medicare Select. In the big 
picture. Medicare Select represents a diversion from the tough issue of reining in 
Medicare costs — through managed care or other steps. Pressing questions that this 
Subcommittee must address include; to what extent do HMO’s — which limit seniors 
freedom of choice of doctor — truly save costs (or merely select the healthy risks)? Is 
there adequate quality assurance in Medicare risk contracts? Is there sufficient ability for 
consumers who do not feel well-served by Medicare HMO’s to pick up traditional 
Medicare/medigap coverage? Is it possible -- and fair to seniors — to ratchet down the 
Medicare budget without achieving cost control in the private insurance sector (in the 
context of overall health care reform)? 

There are several major problems with the Medicare Select market and we urge 
caution when it comes to making Medicare Select a permanent program; 

• Pricing games; Medicare Select policies often offer cheaper premiums to 
begin with. But because of a system of so-called "attained age" pricing that 
many policies use, premiums will rise steeply as the policyholder gets 
older. Congress should not lock-in or expand a program which perpetuates 
(his deceptive pricing practice. 

* Illusory Cost Savings: Medicare Select premiums are often low, but at a 
cost to other Americans. Insurance companies that write Medicare Select 


'Consumers Union is a nonprofit membership organization 
chartered in 1936 under the laws of the State of New York to 
provide consumers with information, education and counsel 
about goods, services, health, and personal finance; and to 
initiate and cooperate with individual and group efforts to 
maintain and enhance the quality of life for consumers. 
Consumers Union’s income is solely derived from the sale of 
Consumer Reports , its other publications and from 
noncommercial contributions, grants and fees. In addition 
to reports on Consumers Union’s own product testing. 
Consumer Reports with approximately 5 million paid 
circulation, regularly, carries articles on health, product 
safety, marketplace economics and legislative, judicial and 
regulatory actions which affect consumer welfare. Consumers 
Union’s publications carry no advertising and receive no 
commercial support. 
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policies typically don’t pay the deductible to the hospital that other medigap 
policies are designed to pay. But the hospital still has to cover its costs. 
The result: it shifts the cost to other patients -- and their insurers. 


• The Medigap Maze: The whole idea behind the OBRA-90 medigap 
reforms was to allow consumers to make kitchen table comparisons among 
plans. But the Medicare Select program doesn’t forward that goal. 
Medicare Select adds a layer of concision by forcing consumers to balance 
initially lower premiums against restricted freedom of choice of doctor or 
hospital. 

SUMMARY OF RECOMMENDATIONS 

We believe that it is premature to expand or make permanent the Medicare Select 
program because of these problems and others described below. Preliminary analysis of 
the program indicates that so far it has not been successful in reducing costs or even 
attracting substantial interest from insurers or consumers. We recommend that Congress: 

• Require ALL states to do what several states have already done: community 
rate their medigap market to eliminate the hazardous pricing structure used 
by many Medicare Select plans (and level the playing field among all 
insurers). Alternatively, condition a state’s ability to participate in 
Medicare Select to a state-wide requirement of community rating for the 
medigap market. 

• Require a six-month open enrollment period for all consumers who were 
previously enrolled in Medicare Select. 

• Limit the extension of Medicare Select to a two-year time period that would 
allow for study and analysis (that is currently underway by HCFA) of cost 
savings (vs. cost shifting) and quality control. Postpone expansion of the 
program to additional states until the studies are complete and regulatory 
adjustments can be put in place. 

We elaborate on our concerns and recommendations below. 

ANALYSIS OF THE MEDICARE SELECT MARKET 

Pridng Games 

Medicare Select policies often use an "attained age" pricing structure, which 
Consumer Reports says is "hazardous to policyholders.” Various letters and comments 
regarding Medicare Select have noted that Consumer Reports found that eight of the top 
15 Medigap products were Medicare Select. But this tells only part of the story. Five 
of the eight policies mentioned use an attained-age pricing structure. Consumer Reports 
stated that: 
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Attained-age policies are hazardous to policyholders. By age 75, 80, or 85, 
a policyholder may find that coverage has become unaffordable-just when 
the onset of poor health could make it impossible to buy a new, less 
expensive policy. Take, for example, an attained-age Plan F offered by 
New York Life and an issue-age Plan F offered by United American. For 
someone age 65, the New York Life policy is about $1 14 a year cheaper. 
But by age 80, the buyer of the New York Life policy would have spent a 
total of $5000 more than the buyer of the United American policy." 


The attained-age pricing structure allows companies to bait consumers with low 
premiums in early years, and then trap them with high increases in later years. 
Standardization of the medigap market resulted in price conscious consumers, with the 
effect of facilitating a trend away from community-rated policies and toward attained-age 
rated policies. The percent of Blue Cross-Blue Shield affiliates, for example, that sell 
attained-age policies grew from 31 percent in 1990 to 55 percent in 1993. 

Ten states have recognized this market dynamic and have taken steps to protect 
consumer either by requiring community rating for this market or by banning attained-age 
rating. These are Arkansas, Connecticut. Florida, Georgia, Idaho, Maine, 
Massachusetts, Minnesota, New York, and Washington. Four of these states — Florida, 
Massachusetts, Minnesota and Washington — are part of the Medicare Select 
demonstration program.’ 

Recommendation: Require ALL states to do what several states have already 
done; community rate their medigap market to eliminate the hazardous pricing structure 
used by many Medicare Select plans (and level the playing field among all insurers). 
Alternatively, condition a state's ability to participate in Medicare Select to a state-wide 
requirement of community rating for the medigap market. 

Illusory Cost Savings 

The purpose of Medicare Select was to cut health care costs through coordinated 
care networks that increase the use of utilization review and management controls, often 
through PPO’s. It was expected that enrollees would be restricted to a subset of 
providers. But the experience shows that often there is no restriction of providers. There 
is little coordination or management of care in Select plans.* 

Medicare Select premiums may be low for the wrong reasons — because these 
policies shift costs to others by not covering all the costs that traditional medigap policies 
must cover. Medicare Select companies often negotiate with providers to eliminate the 
payment of Part A deductibles. Insurers have indicated that the discounts of the Part A 
deductible by participating hospitals is the most significant source of premium savings 
available in Medicare supplements.’ This means that hospitals get less reimbursement 


^"Filling the Gaps in Medicare," Consumer Reports . August 1994, p. 52j6^ 

’It is premature to evaluate the impact of the combination of Mh^care Select and 
community rating, since two states (Massachusetts and Washington) are new to Medicare Select 
and since community rating requiiements are foiriy recent. 

*"Evaluadon of the Medicare SELECT Amendroents — Case Study Rqx)rt, RTI Project 
No. 32U-5S3 1 , prepared for Office of Demonstrations and Evaluations, Heal^ Care Financing 
Administration, U.S. Department of Health and Human Services, February 10, 1994, RTI, p. 
XX-3. 


’RTI, p. xi. 
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from Medicare Select carriers. It does not mean that the hospital’s costs are lower, so 
cost shifting to other patients (and their insurers) is inevitable. 

Before extending Medicare Select to additional states (or for a substantial lime 
period), we urge you to study further why Medicare Select premiums are often low. Are 
they cutting premiums for their policyholders merely by shifting costs to other payers? 
Another issue of concern to us is whether the Medicare Select markets in each state are 
truly competitive. We understand that in California, for example, there is only one key 
Medicare Select carrier (Blue Cross).* A study prepared for HCFA found that three- 
fourths of Medicare Select enrollees have policies from affiliates of three Blue Cross and 
Blue Shield plans (in Alabama, California and Minnesota), hardly an indication of a truly 
competitive marketplace.' We urge you to study the level of competition in this 
marketplace, recogruzing of course that traditional medigap policies do compete with 
Medicare Select policies. 

Recommendation: Limit the extension of Medicare Select to a two-year lime 
period that would allow for study and analysis (that is currently underway by HCFA) of 
cost savings (vs. cost shifting) and quality control. Postpone expansion of the program 
to additional states until the studies are complete and regulatory adjustments can be put 
in place. 


Medigap Maze 

A key goal of the medigap reform legislation that was included in OBRA-’90 was 
to provide true consumer choice of medigap policy by standardizing policies, thereby 
simplifying the choice. In light of the minimal role the Medicare Select products have 
made in this marketplace, we question whether the expanded complexity offers consumers 
significant benefits. Consumers (in Medicare Select states) must decide between 
Medicare only, Medicare risk plans. Medicare cost plans, health care prepayment plans. 
Medicare Select plans, and traditional Medicare supplement policies. They can’t even 
consider which of 10 standard packages to consider until they have made this choice. 

Furthermore, insurers have indicated that the 10 standard medigap plans are 
appropriate for fee-for-service (traditional) medigap policies, but not for network 
Medicare Select products.* If Medicare Select necessitates an additional one or more 
standard policies, then simplicity is further undercut. 

Need to Await Study Results 

Medicare Select was included in OBRA-90 medigap reform legislation as a 
demonstration program. Medicare Select was established with the hope of achieving 
goals such as reducing health care costs (both for the Medicare program and consumers) 
and reducing the paperwork burden on consumers (since Medicare Select plans relieve 
consumers of the paperwork burden inherent in filing claims). It should not be made 
permanent until studies of its effectiveness have been completed. The preliminary report 
(February 1994) paints a picture of Medicare Select that is hardly complimentary. A tiny 
percent of people eligible have enrolied; a small fraction of insurers participate; cost 
savings appear to be superficial only and may be cost-shifting in disguise; the market is 


‘Three other plans: Foundation Health Plans; National Med; and Omni Health Plan have 
been approved but had minimal enrollment, that totals less than 500. [RTl, p. IV-IT] 

^p. ix. 

*RTI, p. xiii. 
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highly concentrated; Medicare Select regulation often tails between the cracks in slate 
regulatory departments. 

Some specific findings that should set off alarms to put on the brakes — not rush 
ahead with a permanent expansion -- include: 

• Some states (e.g., Arizona) have found that market response has been poor 
and that beneficiaries tend to migrate back to traditional plans. ^ 

• Several slates that were selected for the program could not get it off the 
ground and dropped out.*® Others have had no applications for Select 
plans." 

• When studied by RTI, only 2.5 |>crcent of eligible Medicare enrollees 
selected Medicare Select policies, and most of these "rolled over" from pre- 
standardization products. It ap^ars that consumers are not, in general, 
attracted to Medicare Select policies.*’ 

• Nor are insurers attracted to the Medicare Select product: only ten percent 
of HMOs and medigap insurers in Select states offer Medicare Select 
policies, with even interest in some states.'^ 

Recommendation: Congress should delay expanding and making permanent the 
Medicare Select program until further study results are available. It should not be made 
permanent without fixing the elements that are broken. 

Regulatory Gaps 

Medicare Select is fraught with questions about regulatory authority. It is not 
unusual for a slate’s insurance department to regulate fee-for-service medigap coverage, 
but another stale department (e.g.. Department of Public Health or Department of 
Corporations) to regulate Select products. It is very possible that Medicare Select policies 
gel lost in the regulatory cracks where authority for traditional insurance and HMD’s is 
split. This confusion has even led to approval of plans (as Select) that deviate from the 
OBRA '90 standard plan designs.'* 

Medicare Select consumers need regulatory protection. For example, consumers 
switching out of Medicare Select need protection. Consumers who choose a Medicare 
Select option must use providers in the designated network in order to get medigap 
coverage. The NAIC model regulation provided protection to consumers who elect 
Medicare Select but then wish to change to tradidona] medigap policy. Companies were 
required to offer such consumers a policy with similar benefits, without underwriting. 
But thK provision has a loophole — consumers have no assurance of such an offer if the 


l?Ti, p. in-6. 

'°E.g.. Oregon and Michigan. RTI, p. XV-1. 
"E.g., Illinois. R77, p. XV-3. 

"RTI, p. ix. 

‘^RTI, p. ix. 

'*See, for example, RTI, p. rV-9, IV-10. 
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Medicare Select company does not offer a traditional ("fee-for-service") medigap policy. 

In the event that Congress decides to end the Medicare Select program, either now 
or in the future, then consumers who have Select policies when the program is ended will 
need protection. Without new entrants in their pool, their premiums (in closed blocks of 
business) would spiral upwards. They will need the protection from such an open 
enrollment period. 

Recommendatioii: Congress should require that all policyholders who wish to 
switch out of Medicare Select be eligible for an open enrollment period (regardless of 
which company they select) in order to protect them against being locked into a Medicare 
Select plan that they do not like.’^ This protection would actually help to promote the 
Medicare Select option because consumers would have a safety valve If they are 
dissatisfied. If Congress chooses to end the Medicare Select program, insurers should 
be required to extend an open enrollment period to Medicare Select policyholders. We 
urge the Congress to study carefully the regulatory experience and analyze where 
regulatory authority for Medicare Select is best housed. 

Does Medicare Select Compromise Quality? 

Medicare Select policies keep premiums low by negotiating lower reimbursement 
schedules with providers (mostly hospital), providing discounts to policyholders. On 
average Medicare pays doctors and hospitals about 59 percent of what private insurers 
pay for the same services. If (in the future) Medicare Select coverage is negotiated 
downward (e.g., providing Select policies with Part B discounts also), providers will get 
even less. At some point, the cumulative impact of lower reimbursement has got to have 
an impact on quality of care that patients receive. This could occur when providers 
withdraw from providing services to consumers, or when they cut comers (such as patient 
lime) due to the lower reimbursement levels. 

Recommeadation: Congress should study the impact of further negotiated 
discounts for providers before rushing to extend the Medicare Select program. 


In conclusion, research done to date indicates that the Medicare Select 
demonstration program has not achieved its goals. It has resulted in a marketplace in 
which premium pricing games distort the true cost of the policy. It has not achieved cost 
savings, but merely shifts costs to other consumers. Few insurers and few consumers 
have participated. In many stales, regulation of this product has fallen between the cracks 
of different regulatory agencies (is it insurance or managed care?), leaving consumers 
without the protections they need. Congress should not expand the program and make 
it permanent, but should take steps now to fix what is broken (the pricing structure, the 
need for open enrollment) and await further study results before locldng the program into 
place. With respect to Medicare Select, wc urge you to proceed with caution. 

Thank you for considering our views. 


'^In Florida. Select insurers are required to offer at least a basic Plan A in a non-Select 
form, providing partial protection for people who wish to switch out of Select plans. One side- 
effect: this provision makes it infeasible for HMO's to offer SELF.Ct plans. 
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FIliINGIHE GAPS IN MEDICARE 


H ome 2 million Americans 
will turn 65 this year and 
become eligible for Medi- 
care. If you or someone 
close to you are among them, this 
report will help you understand the 
jargon and get the best coverage for 
your needs. 

Since its introduction in 1967. 
Medicare has been a lifeline for older 
Americans, paying about 90 percent 
of their hospital and doctor bills. To 
handle the remainder and some 
other expenses Medicare doesn’t 
cover, many people buy Medicare- 
supplement insurance, sometimes 
referred to as a ■‘Medigap" pwlicy. 
CONSUMER REPORTS AUGUST 


As important as the Medicare pro- 
gram has become, many reciirienis 
sdll don’t understand how it and 
Medicare-supplement insurance work. 
That ignorance has allowed some 
insurance companies and some doc- 
tors to take advantage of Medicare 
beneficiaries and the system itself. 

In this report, we rale 181 
Medicare-supplemenl policies. Next 
month, well look at the future of the 
Medicare program, at the managed- 
care options avaOable for beneficia- 
ries, and at policies for people with 
disabilities. 

Five years ago. when consumer 
REPORTS investigated the Medicare- 
1994 


aipplemenl market, we found many 
problems, particularly in the way 
poKcies were being sold. A year after 
that report was published. Congress 
passed reforms designed to make 
shopping for a Medicare-supplemenl 
policy easier and to stop agents from 
selling duplicate policies that con- 
sumers didn’t need. 

What rafoi' m OMomplished 

The reforms resulted in 10 stan- 
dard policies that were identical from 
company to company. The idea was 
to create a fairer ma^etplace and to 
make policies easier to compare. In 
theory, insurers would then compete 


How to buy 
the right 
Medicare- 
supplement 
policy at the 
right price. 
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to offer the lowest price for each of 
the 10 options. 

The law has had positive effects. It 
eliminated the bewildering variety of 
benefits that insurance companies 
had been selling. It made agents 
wary of selling a prospect more than 
one Medicare-supplement policy, a 
useless and costly duplication of cov- 
erage. And it led to the creation of 
shopping guides in two-thirds of the 
states. 

But a recent, seven-month investi- 
gation by CONSUMER REPORTS reveals 
that insurance companies and agents 
have in many instances thwarted the 
best intentions of Congress. 

■ Instead of offering a choice of 10 
policies, agents and insurance com- 
panies are steering consumers to 
only one or two plans, while strongly 
disparaging the others. 

■ Agents are failing to give their 
sales prospects the price information 
they're required by law to provide. 

■ Agents are still urging con- 
sumers to buy benefits they don't 
need, and their sales pitches are as 
misleading as ever. One California 
woman who counsels seniors about 
Medicare sat through several agents' 
sales presentations with our reporter 
and left shaking her head. “Now I 
understand why they come into my 
office so coofti^," she said. 

■ Insurance companies are still 
playing pricing games that will mean 
na^ surprises for policyholders 
later on. Different insuraoce compa- 
nies charge premiums that vary by 
hundreds of dollars for the same set 


of benefits in ti\e same city. Our anal- 
ysis of their premiums shows that 
many insurers charge substantially 
more for their policies than appears 
warranted. 

TIm 10 ploM 

In 1992, the National Association 
of Insurance Commissioners created 
die 10 standardized plans. It is illegal 
for a carrier to sell anything other 
dian those 10 plans, exceiH in Massa- 
chusetts. Minn^ta, and Wisconsin. 
Those states already had similar laws 
on the books when the Federal stan- 
dards were pa^ed. 

All 10 plans, designated by the let- 
ters A through J. provide certain 
"core" benefits; They pay the pa- 
denfs share of the cost for long hos- 
pital st^s, the patient's share of the 
cost for physicians' services, and the 
cost of up to three pints of blood. 
(Medicare covers transfusions above 
that amount) Plan A ofters only the 
core coverage. The others provide 
the core plus a combination of other 
benefits. The chart below shows 
what each pbo provides and explains 
the ba^ mech^cs of Medicare. 

State regulations require insurance 
agents, as well as companies that sell 
pofides through the mail, to present 
an oudine of the benefits in each of 
the 10 plans, along with price infor- 
mation for each plan they sell. (In- 
surers are not inquired to sell any 
specific plan except Plan A.) But 
even those fairly lenient measures 
are being 

We sat in on agents’ sales pitches I 



in California, Florida, Maryland, and 
New York. Sometimes the agents 
didn’t give their prospects the re- 
quired outline — or if they did, they 
used it as a sales tool to disparage 
the plans they didn’t want to sell. 
Half of the agents whose pitches we 
heard didn't leave the required price 
information. 

Companies selling through the 
mail may not do much better. For 
example, a Physicians Mutual mail- 
ing to a consumer in Nebraska gave 
price information only for Plans A 
and F, omitting prices for the other 
two plans the company can sell in 
that state. 

The goal of standardization was to 
allow consumers to pick the plan 
most suitable to their needs. But 
judging by the sales pitches we 
heard and by the sales data provided 
by the insurance companies, it 
seems that consumers are being 
steered primarily to only two of the 
10 plans: Plan C and Plan F. About 
two-thirds of Medicare-supplement 
sales for the companies in our study 
come from those two plans. 

Why Plan F? 

Plans C and F, the darlings of the 
insurance industry, are nearly identi- 
cal. but Plan F is particularly attrac- 
tive to insurers. It differs from Plan C 
in that it covers excess physicians' 
charge— the amounts doctors can bill 
patients above Medicare's approved 
charge. 

Until recently, doctors had carte 
blanche to sock patients with high 
excess charges, a practice known as 
"balance billing." Horror stories about 
balance billing have made Plan F an 
easy sell to consumers. But excess 
charges are increasingly a thing of 
the past 

Most patients don’t encounter ex- 
cess chaises today, and insurers sel- 
dom have to pay off on that benefit — 
making Plan F a no-lose proposition 
for them. The average premium for 
Plan F runs about Sl60 more — in 
some cases $500 more — than Plan C. 
Yet we estimate the average value of 
the extra benefit at only $53. 

In 1989. we did find that excess 
charges were a significant problem, 
and we recommended that people 
buy insurance to cover them. But 
since 1991, Congress has steadily 
reduced the amount that doctors 
may legally bill above Medicare's 
approved charge. Today they can 
charge their patients a maicimum of 
15 percent more than the approved 
amount For instance, a doctor in 
Manhattan who balance bills for an 
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"intermediate office visit” (longer 
than a brief visit but shorter than a 
comprehensive one) can charge a 
maximum of $44.08— $38.33 plus an 
excess charge of $5.75 billed to the 
patient 

Some 65 percent of all doctors 
have signed "participation" agree- 
ments, meaning they will take Medi- 
care’s ^proved charge as payment 
in fuU for every patient In Medicare- 
speak, they “t^e assignment." In 
return, they are entitled to receive 
100 percent of the approved charge 
as their fee. (Medicare pays 80 per- 
cent; the beneficiary pays 20 percent) 
For nonparticipating doctors, Medi- 
care pays only 95 percent of the 
approved amount The mathematics 
of balance billing give them a little 
over 9 percent more than the ap- 
proved charge. 

Increasing numbers of physicians 
are finding it’s hardly worth the trou- 
ble to balance bill. Even doctors who 
don’t "participate" completely often 
take assignment on a case-by-case 
basis. In 1993, about 91 percent of all 
approved charges were taken on 
assignment, and that number is ris- 
ing each year. CThe map at right 
shows the risk of facing excess 
charges in each state.) 

Even so. in state after state, people 
are needlessly buying Plan F. One 
company shai^ its sales strategy 
with us. Its agents are to present 
Plan F. but if there's price resistance 
or if competing agents have shown 
polides with lower prices, they are to 
switch to the less costly Plan C and 
push a long-termcare policy as well. 

At a Florida sales call, our reporter 
witnessed an AFLAC agent urge his 
prospect to avoid Plan E, which 
offers a $120 annual benefit for 
some preventive care that Medicare 
normally doesn’t cover. The agent 
boasted. "I know how you can go to 
the doctor and still have preventive 
care covered. If you want to go to an 
ophthalmologist, complain of itchy 
eyes." The agent also disparaged 
fian D, which covers at-home recov- 
ery, steering the consumer smoothly 
to Plan F instead. 

"Plan F buys peace of mind," an 
official for South Carolina Blue 
Cross-Blue Shield told us. The plan 
also buys coverage that most South 
Carolinians on Medicare don’t need. 
Last year, only about 8 percent of all 
approved charges were not accepted 
as payment in full. To protect them- 
selves from this low risk. South 
Carolinians might spend as much as 
$250 more a year to buy Plan F 
rather than Plan C. For a couple on 
CONSUMER REPORTS AUGUST 


Medicare, that means an extra $500 
in annual premiums for coverage 
they're not likely to need. To make 
that $500 expense pay for itself, they 
would have to buy some $3800 in 
services from physkiaas who bal- 
ance bill. 

Somtaclia 

Some agents lie outright to scare 
their pro^>ects into buying Plan F. 
"If I could make an impres^n here, 
it's that the gap is getting big^r and 
bigger between what's appro^ and 
what’s charged," we heard a Mary- 
land agent tell his pro^iecL In 
the gap is narrowing. In Maryland 
today, only about 5 percent of ap- 
proved charges are not act^pted by 
doctors as payment in full, down 
from about 8 percent in 1991. 

If you know your own doctor wfl] 
take as^gnment, you may have n<kh- 
ing to fear. So agents want their 
prospects about the excess charges 
billed by specialists — (he ultimate 
sales pitch for Plan F. A Maryland 
agent flatly said, 'If you’re seating 
out a specialist, you can forget about 
them accepting what Medkare pays." 
And in Florida, one insurance agent 
told us that "a lot of docUus take 
assignment, but cardiologists, anes- 
thesiologists, and radiologists won't 
waive the 15 percent" 

According to data supi^ed oortu- 
sivety to consumer reports by the 
Health Care Pmancing Administra- 
tion. which administers Medicare, 
that agent was far off the mark. In 
Florida, only 4.6 percent of approved 
charges from cardiologists. l.S per- 
cent from anesthesiologists, and 3,5 
percent from radiolog^ ircre not 
taken on assignment a low risk by 
any measure. 

Nationally, most specialist espe- 
cially those who perform high-cost 
proc^ures, accept Medicare's pay- 
ment as payment in full Last year, 
for example, only 6 percent ^ all 
approved charges biD^ by cardiolo- 
gists were subject to excess diarges. 

For anesthesiologists, die figure is 
somewhat higher 10.5 percent The 
risk of running into an aoestbesioto- 
gist who does not take assignment 
is greatest in California, Colofado, 
Idaho, Iowa, Minnesota. Montana, 
Nebraska, New Jersey, New York, 
North Dakota. Oklahoma. Or^oo, 
South Dakota, Washington, and 
Wyoming. 

The doctors most bke^ to biD 
more than Medicare pays are family 
practitioners and internists. 
ionally. about 14.5 percent of ap- 
proved charges billed doctors in 
1994 



WHERE THE EXCESSES ARE 


iMm, mtitah*, M|h If you live in one of the states 
colored ■, you face a low risk of running into an unas- 
signed daim and having to pay excess charges. In 
those states, the percentage of such charges is below 
the national average of B.9 percent. In states colored 
■. your risk is moderate. In states colored ■, your risk 
of facing excess charges is higher— at least twice the 
national average. 


ffimily practice and a little more than 
13 percent of those billed by in- 
ternists were not accepted as full pay- 
ment last year. But it’s easy to 
choose a b^ly doctor who doesn’t 
engage in balance billing. Medicare 
publishes directories of participating 
physciaDs: those directories are 
avaOabie at local Snrial Security offices 
and from Medicare carriers listed in 
the Medicare Handbook sent to ben- 
eficiaries when they enroD. It’s better 
to pick a participating doctor than to 
spend money for extra insurance. 

Although roost Medicare services 
are now subject to the balance-billing 
limits, durable roedical equipment 
(such as oxygen tanks and wheel- 
chairs), pro^etic devices, and am- 
bulance services are not Providers 
of those items and services can 
charge Medicare patients whatever 
they wish. Such expenses would be 
covered by Ran F. 

TW prkty Avg plau 

If Ran F is oversold, Rans H. I, 
and J, which offer limited benefits for 
prescription drugs and command 
skyhigh premhins, are hardly pushed 
at aH That may be a good thing. To 
get the $1250 roaximuiD benefit on 
Rans H and 1 or the $3000 maximum 
benefit on Ran J, consumers often 
have to spend as much as that or 
more in premiums. We found annual 
prenuuros for Plan H as high as 
$2160; for Flan I. as high as $3088; 
and for Flan J, as high as $3312. 

Even after shelling out such a 
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large premium, a policyholder must 
satisfy a $250 deductible for drugs 
before those benefits begin — and 
after that, the policy pays only half 
the cosL To get $12^ in benefits, 
ilicyholders roust incur at 
least $2750 in prescription 
drug expenses, and 
to get $3000 in bene- 
fits, they must spend 
$6250. Such costs make 
Flan J a realistic option 
only for patients who regu- 
larly need very expensive 
medications. 

Pricing pMdlf 

The 1990 reforms of the 
Medicare-supplement market had 
another unintended efecL Many com- 
panies have changed the way they 
price policies so they can bait con- 
sumers with low premiums at the 
outset and trap them with very high 
increases later on. 

In 1989, most carriers used either 
"community rales* or "issue-age rates" 
to price their policies. With commu- 
nity rates, all policyholders, young or 
old, pay the same premium. With 
issue-age rates, premiums will vary 
depending on the age of the buyer. 
But in either case, the annual pre- 
mium will go up orily to reflect i^a- 
tion in the cost of benefits; it will not 
rise because you get older. Both 
community and issue-age rates pro- 
tect policyholders from steep annual 
increases. 

Now, however, more and more 
insurance companies are resorting to 
a less benign strategy known as 
‘attained age* pricing. It allows com- 
panies to gain a competitive advan- 
tage by selling cheap policies to 65- 
year-olds when they enter the 
Medicare-supplement market Witir 
attained-age pricing, the initial premi- 
ums. e^)ecially for those between 65 
and 69. are usually lower than for 
issue-age or community-rated poli- 
cies. But there's a catch; Premiums 
frill rise steeply as (he policyholder 
gets older. 

In 1990, 31 percent of all Blue 
Cross-Blue Shield affiliates sold poli- 
cies with attained-age rates. In 1993, 
55 percent did. At the same time, the 
proportion of Blue Cross-Blue Stueld 
plans offering community rates has 
dropped fix)m 51 percent to 21 per- 
cent AARP/Prudential still offers 
community rates but finds its initial 
premiums have become less com- 
petitive for policyhoklers age 65 to 69. 

Attalned^e policies are hazard- 
ous to policyholders. By age 75, 80, 
or 85, a policyholder may find that 


coverage has become unaffordable — 
just when the onset of poor health 
could make it impossible to buy a 
new. less expensive policy. Take, for 
example, an atlained-age Plan F 
offered by New York Life and an 
issue-age Plan F offered by United 
American. For someone age 65. the 
New York life policy is about $114 a 
year cheaper. But by age 80. the 
buyer of the New York Life policy 
would have spent a total of $5000 
more than the buyer of the United 
American policy. 

Buyers are rarely warned of these 
conseriuences. Neither Insurers nor 
agents are required to tell con- 
sumers how e]q}ensive attained-age 
policies win become over time. A 
sales brochure from California Blue 
Cross, which boasts one of the 
state’s hottest-selUng Medicare sup- 
plements. says nothing about rale 
increases; It doesn’t even mention 
that rates are calculated on an 
attainedage ba^s. Of the 17 agents 
our reporter heard, only one dis- 
cussed the way his company's rales 
were set — and he thoroughly con- 
fused the three methods. "The vast 
majority of agents don't understand 
attained-age pricing, so they can't 
possibly explain it to their cus- 
tomers." says Mark McAndrew, 
president of United American. 

Only 10 states— Arkansas. Con- 
necticut. Florida, Georgia. Idaho, 
Maine. Massachusetts, Minnesota. 
New York, and Washington — either 
require that insurers use community 
rates or specifically ban attained-age 
poHdes. to mo^ other states, insur- 
ers are shifting to attained-age poli- 
cies. United American, a large seller 
of Medicare-supplement policies, has 
just notified ^te insurance regula- 
tors that it (^s to switch from issue- 
age to attained-age rates. 'We think 
attained-age rales are a bad thing, 
but our agents had to eat,” explains 
Joyce Lane, a United American vice 
president 

Mlliny TII9 pOBQVS 

To otoato the prices we show in 
the Ratings, we asked the Blue 
Cross-Blue Shield organizations and 
the conunerdal carriers that do most 
of the Medicare-supplement busi- 
ness to supply us with premiums for 
all the pl^s they sell. Most cooper- 
ated; tiiose that didn’t are marked 
with an asterisk. If a company didn't 
give us its rates, we did our best to 
obUun them from state insurance 
departments, to ail. we obtained 
more than 10.000 prices. 

To judge policies, we estimated 


the value of benefits provided by 
each of the 10 plans for policyholders 
in 64 cities at age 65, 70, and 75. We 
then computed a price index for the 
benefits in each policy. The higher 
the index, the more expensive the 
policy. 

Policyholders, of course, should 
expect to pay something more than 
the value they receive, to cover the 
company’s expenses and provide a 
reasonable profit. Nation^ Associ- 
ation of Insurance Commissioners 
guidelines suggest that the extra cost 
for expenses and profits should not 
exceed 54 percent of the value of the 
benefits. But our analysis showed 
that two-thirds of the 65 companies 
in our survey are apparently charg- 
ing more than that Some premiums 
amount to nearly 150 percent of the 
estimated value of the benefits. 

The 1990 reforms will in the future 
require insurers to refund money to 
policyholders whenever they have 
p;iid out too few benefits for pre- 
miums they charged. If the law is 
enforced, many companies will be 
busy writing refund checks. But 
when we asked state regulators if 
they expected refunds, about half 
told us they did not 

Con you got o yoScy? 

During the first six months after 
signing up for Medicare Part B. 
which covers physicians’ services 
and hospital outpatient care, anyone 
can buy Medicare-supplement insur- 
ance. regardless of health, from any 
company. After that open window 
closes, companies in most states can 
deny coverage based on medical his- 
tory. AARP/Prudential and the Blue 
Cross plans in some states offer ‘guar- 
anteed issue* policies that provide 
coverage regardless of health status. 

When insurers do inquire about an 
applicant’s health after the sbc-month 
open window, they can be strict 
Most ask prospective poDcyholders 
whether they’ve had certain health 
problems. A “yes“ answer to any 
question usually triggers a rejection. 
Even fairly common conditions, such 
as having cataracts or facing surgery, 
can disqualify an applicant Only a 
few insurers told us they would 
reconsider if more information were 
provided. 

Insurance companies, including 
those that sell guaranteed-issue poli- 
cies, are very strict when it comes to 
offering drug coverage. Applicants 
are asked to list the drugs they take 
and to estimate how much they 
spend each month. Applicants who 
spend more than a certain amount 
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are out of luck. That threshold can 
be low. New York Life, for instance, 
refuses to sell drug benefits to any- 
one whose monthly prescription bill 
exceeds $100. 

What to buy 

For most people, the important 
benefits beyond the core are cover- 
age for Medicare's hospital de- 
ductible, this year $696: the coinsur- 
ance required for a stay in a skilled 
nursing<are facility: and at-home 
recovery services, a potentially useful 
although limited benefit 

Plans B, C, and D cover most of 


the basics with the fewest frills. 
Unless you live in a state where you 
face a high risk of running into un- 
as^gned claims, you1l save money 
if you skip Plan F and its higher- 
priced cousins— Plans G. I, and J. 
The plans with drug coverage (H, I, 
and J) don’t appear to be worth the 
added cost 

We have based our comparisons 
on Plan C— not because it’s the ideal 
plan, but because it is one of the 
most widely available. Plan B is a bet- 
ter choice, if you can find it It covers 
most of the important gaps and is 
about 16 percent cheaper on average 


Tough Decision 

EMPIOYER C0VERA6E OR YOUR OWN? 


When MQton Ston retired nine years ago 
from Smith International, a maker of dl-ivdl 
valves, the conpany prervided heahh insurance 
that cost Slern and his wife $300 a year. The 
policy required a snuO deductible — a total of 
$100 for both. But the Sterns' good fortune 
didn't last When die company got into finan- 
dd trouble, ft switched Its retirees to aoi^her 
typetrfplw. 

Stern’s premiuin ctonbed to $1500 a year, 
and be a^ his wife had to satisfy a $400 
deductible. That sent Stern ^ the market far 
traditiooal Medicare«in)lement insurance. 
Stem, who is 84, eventtudly bou^t covoage 
from AARP/Pni^tbd, the best choice we^ 
found fiar people at oMtf ages. Its poUdes are 
communify-rated and doQt have medlca] 
requirements. 

Stern's difemma (Dustrmes vbat thousands 
<rf l etii ' eea are fsdng— the loss of good sup- 
pfemeatal coverage paid by their fermer 
employers. Hundieds ^ erM^rere are cutting 
retiree benefits or drof^tmg their coverage 
alfeogetber. 

Judgkog CK'enqiloyer covnge. The 1990 
refwms to led to standardised Medkare- 
aupr^ement poUdes did oot apply to the cov- 
er^e r^hred by oi^rioyera. If to coverage 
ofEned by an enifdoyer is dearly iaadequale 
imd far to aqMiwve, a retiree may want to 
it and buy a ttadtoaol Medicare nipple- 
iBdit. as Stein <fid. Bowever, if to einpl^<n^3 
coverage provides presoriptoHlrug bmaefits 
but is otorwise insdettoe, or if a younger 
spouse trot yet etipto ibr Medicare » 
involved, to dedatoiahsder. In tose afto- 
atmns, a rcftlto mdy hto fito choke but to 
teep esBpfayef'a eovenge, espeddy if to 
premhim la fniiy low. 


some unscrupulous insurers wen adling coiy 
summ multiple policies.) Onr survey tows 
to state regulate do not agree on wbetor 
tins in feet, dupticatioa. Th^ need guidance 
fiwn Gmgress. Bat Congress has yet to pass 
‘lechnical” corrections to die reform laws to 
would aQow eoqdqyees to have bod> types of 
coverage. ^ - \\ 

If yaa nmk paac fiS, Poc^ who coblfeue. 
tn wofk after aoe 9 Skc ditocDt chokes, 
yoo work for a ctopaoy widi 20 or moie 
employees, your en^ikyer must offer you to 
same coverage it o&rs younger woik^ You 
can take to <»n»nge. which may be broader 
than Medkare'a 

If you do choose your mpk^er's cownge, 
you may want to <klay signiDg up for 
care B. Thafa becaw to tomoodh 
opervenrofimait window {during whkh you 
do not have to tteet an Imurer’s medical 
reqoiremmta) doesn't begin untO you tot 
si|m up. If you dgn op ad don’t bify n pcScy 
within the oat ^ mootoJto could out 
of hick. Your em toner’s coverage is ^imara 
In this sitiiatioii ai^rany, ad ifs pnhab^ 
not worth to tio^de to get Medicare to pay 
for small amounts not covered by your 
emtJpyer'sinaursace. That b especially tto if 
your healtti covmge b ftovided lhnni|h'a 
iiiaiu«edcto ito for wto tocqpayiA^ 
arefikdytpbeam^ nu:.;. 

If you toosB to ehpi up fer Medicare 
instead of to eno^oyertoi. yoiren^oyor In 
not iBowed to offer a Mgjc a re ' e u pplei i n en t 
poB^. You viE hive to boy one os yaurown. 

If yon condiiite to yroric for a cotoifly 
fewer than 20 ein{doyees,toTuiesgm<|Hife‘ 
ent Medkave bacosM yonr prtaasy aaiimv 
to your ctBQMmr fe towed to pibMde you 


(bayoutawtiotol^ttedudctoiQ^ wife a saptomraial ptofy. But nto oto 
ferjminiiirertoaiAiaptoTtbatdigdkfees fezDBdahXtoiaoafu^yuinibavvtDbify 
beseto provided by an todoyo’. 1999 yoiir own. Bo «ue to do ao before to to 
r^nns ou lkw r wl coverage becanae ttonfestoowdoaen. < 


than Plan C. The average annual pre- 
mium runs about $722 for Plan B, 
compared with $856 for Plan C. 

Plan D is also a better value than 
Flan C but unfortunately just as hard 
to find as Plan B. Unlike Plan C, it 
doesn't cover the $100 deductible for 
Medicare physicians and outpatient 
services — a benefit that sometimes 
adds more than $100 to the pre- 
mium. Instead, Plan D covers some 
al-home recovery services that could 
be useful. A few Blue Cross organi- 
zations do sell Plan D. 

The section of the Ratings titled 
"How the Insurers Rank Nationally” 
lists companies that generally have 
lower-than-average prices. Because 
our national rankings are based on 
all plans across all cities and all ages, 
they are only a rough guide. A com- 
pany may sell cheaper policies in one 
location and very expensive policies 
in another. 

The “Best Policies" table on the 
following page is specific to 64 cities. 
It lists the two best community-rated 
or issue-age policies and the best 
attained-age policy for each locality. 
Though we include attained-age poli- 
cies, we don’t recommend them for 
most people. They should be consid- 
ered only by people who have reason 
10 believe they won’t five very long or 
who know they will have enough 
money to cover the steeply increas- 
ing premiums in old age. Note that, 
in some locations, a community-rated 
or issue-age policy may have a lower 
rate than an attained-age policy. 

AARP/Prudential's community- 
rated policies are clearly the best 
buys for people 75 or older. And with 
the exception of the drug plans, the 
AARP policies have the added advan- 
tage of being available to everyone at 
any time. Even the AARP policies for 
65-year-oIds show up among the best 
values for some locations. 

A word of caution, however. To 
continue community rating with 
competitive prices. AARP/Prudential 
must continue to attract its share of 
younger applicants. If it doesn't, it 
may later have to raise rates or stop 
ottering community-rated policies. 

If you have an old plan that you 
bought before standardization, and it 
covers private rooms and private 
duty nurses, you might want to keep 
it. since those benefits are no longer 
available. But if you can buy a 
cheaper plan that gives you the cov- 
erage you want, you may want to 
switch. If you do switch, remember 
the attained-age pricing trap. 

You may also want to consider 
company stability. If your carrier got 
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into financial Irouble, you could look 
to the guaranty fund in your state to 
protect your benefits Or more likely, 
the state insurance department 
would arrange for another company 
to take over your coverage. How- 
ever, you might be inconvenienced 
in the meantime. For a discussion of 
company financial strength, see 
“When It’s Time to Buy Life Insur- 
ance," CONSl.MER REPORTS, July 1993. 

Neadvd: Further reform 

Many of the problems still afflict- 
ing the Medicare-supplement market 
mirror those in the larger health- 
insurance market. There are disturb- 
ing parallels between the disappear- 


ance of community- and issue-age 
rating in Medicare supplements and 
the demise of conununi^ rating for 
other types of health coverage. That 
trend has made insurance unavail- 
able or unaffordable for many em- 
ployees of smaU firms, a problem 
that helped create the current health- 
care crisis. Unless state regulators 
outlaw atlained-age pricing or nation- 
al health reform makes community 
rating mandatory for Medicare-sup- 
plement policies (as it would W 
under the Clinton health-care plan), 
attained-age pricing wiO take over the 
marketplace, with serious conse- 
quences to the oldest policyholders. 

Some health-care reform proposals 


are based on the theory that market 
competition and the availability of 
information about providers and 
health-care plans will enable con- 
sumers to select the right coverage 
at the best price. Our investigation of 
the Medicare-supplement market 
indicates that those assumptions 
haven’t been borne out Market com- 
petition is of little help if it doesn't 
result in better products, better 
prices, or both. And information is all 
but useless if it never reaches the 
consumer it was intended to help. ■ 


For information on reprints and 
prices, please write: CU/Reprinls, 101 
Truman Ave.. Yonkers, N.Y 10703. 


Best policies for 64 cities 


Notes on the table this labie hsis ine best 
community- or issue-age rated policy tor Plan C, a 
widely available plan that covers the essential gaps in 
Medicare. The table also shows Ihe best anamed-age 
policy, although such policies are inappropriate for 
many people, as we explain on page 526. Premium 


reflects annual premiums for community- or issue- 
age-rated policies at age 65; such premiums aie sub- 
ject to annual Increases based on increases m Medi- 
care deductibles and coinsurance, but not on the pol- 
icyholder's age. Attained-age premiums are the initial 
premiums paid by someone at age 85: they are sub- 


leci to substantial increases as the policyholder ages, 
as well as to increases due to higher deductibles and 
coinsurance ‘Select" policies are a combination of 
traditional insurance and managed-care plans, such 
as health-maintenance organizations. We will discuss 
how they work next month 


Location 

Best cDmmunitv or issue-age policies 

1 First company Piemium Second company 

Pfemiurr 

Best attained-age | 

1 Company 

jolicy 

Premium 

Ala. (BtrHiIngham) 

ConhnenQi Genatal 

034 

AAftP/piudenliai 

$945 

Union BankHs 

$5B6 

Ain. (Aneliflrata) 

AAflP/Fruoentiai 

744 

AFUtC 

877 

Banins UrtiiM Lite 

600 

Aria. (Ptioanlx) 

Riysrcianfi Mutual 

B<3 

AARP/Prudaniiai 

846 

Samaritan Group iSebd) 

716 

Alt. (LIttIa Rock) 

AARP/Pnidentiai 

KM 

Pyramd Lib 

867 

.T 


Calif. (Lot Aoioioa) 

MflP/?riideri(rii 

963 

Cortineniai General 

969 

Central Slates HeetPi A Lib 

908 

Calif. (San 0fo|o| 

Contmeniai General 

062 

AAW/F>iui)entni 

963 

Benins Lib A Casirtty 

756 

Calif. (San Fraaclaco) 

Caibienai Garni 

02 

AAAF/riudertiai 

885 

Baiins Lib A Casually 

756 

Colo. (Poovtr) 

Physicians UuRfli 

771 

Fxsl NBional lib 

792 

Union Bamns 

683 

Conn. (Bridgoport) 

Central SWesHeaWAUk 

70 

Bankers bb&Cssu^ 

885 

jj 


Dol. (Wlliilnitoil 2 

AAftP/Pnjdanhal 

831 

UnionUborLib 3 

647 

Union Bankers 

384 

W8i(i.,D.C. 

AARP/PrudMat 

rxT 

AFIAC 

888 

Banins Lib A CouaDy 

596 

Flo. (Jaeksoovlllo) 

Comtnetai Lib tnsuanoa 

841 

AARP/Prudential 

858 

.Ct 


Flo. (MIomI) 

Cortnwibl General 

08 

Mutual ot Omaha 

1060 

■ X 


Flo. (Tanqia) 

AARPyPruderttal 

flSB 

Medico/Muluai Piotechve 

897 



Bo. (Atlaota) 

Piiyaictsis Mutual 

60 

tnboiity National Lib 

818 

3] 


Hawaii (HoRolalii) 

AARP/Pnjdontial 

01 

Cortineniai General 

84? 

BtfOnsUnltadLib 

724 

Idaho (BolM) * 

AWP/Pruderffial 

7QZ 

Fiisl Nrtional Lib 

732 

PioneeiUb 

643 

III. (Chicago) 

AARF/PrudeRtlal 

SS 

Unoed American 

968 

Central Sms Hertih A Ute 

699 

lod. (IndlanapoNt) 

First NitlonilUb 

w 

AARP/Piuderti^ 

693 

Magrity Naflonal Lib 

556 

Iowa (Deo Molaoo) 

AARPMudeoUii 

711 

Cortinemai Geneitf 

742 

Amadcan RaptiWc 

611 

Kao. (Wichita) 

Mutual of Omaha 

7* 

AARP/Piudenhar 

700 

HMHordLOea) 

567 

Ky. (LoBitvIlIt) 

Humna (Seieo) 

04 

Blue Cross Blue Shield ol Ky (Select) 694 

Cotral Sttbs Health A Lib 

629 


I Saltam'Kie’er'minMittiilin^ o'nor.oeiioioipioraeenoirteeigt-^ 2 SUrOPBny«4pvn>iC. PfenP 

3 PoiicitiijnittiiiCiifiogtne'iigvB’K.niniTsiiKieoiO'r’moe'ic/Bin^iUoeia^ * 
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I Best community or issue-age policies 


Best attained-age policy 

1 

Location 

I First company 

Premium | Second company 

Premium 

Company Premium 

U. (Hiv OrlMM) 

Continental General 

$890 Physicians Mutual 

$945 

Cenliai States Health & Life 

$768 

Mt. (PortlaBd) 

Blue Cross Blue Shield ot Maine 

548 AAnf/Prudei«al 

606 

0] 


Md. (Baltlnort) 

Fiisi National Lite 

7% IMoft Labor Life SI 

809 

Union Bankers 

651 

Mleh. (Datrolt) 

United American 

867 MedictVMutiai Protedive 

889 

Union Bankers 

683 

Min. (Jaeknn) 

Continental General 

801 AFLAC 

877 

Celtic Lite 

664 

Ho. (XoMu City) 

Continental General 

A^/PruOertid, Equiabie life & 

852 

Bankers Lite & Casualty (Select) 

573 

Mo. (St Louis) 

Coniinenoi General 

B,n AAftP/Piubnial. EQuitable Lde & 

Casuatty 

S52 

Banters Lite & Casualty (Select) 

573 

Moot. (Bllllias) 

AAAP/Prudential 

711 FiisttttianalUto 

732 

Bankers United Life, Bankers Life & 
Casually 

724 

■ob. (Omba) 

Continental General 

732 AAAP/PrudHtial 

780 

Celtic Life 

594 

Maw. (Lai Voias) 

Standard Lite & Accident 

963 AAftP/Pnjdentiai 

969 

Union Bankers 

779 

H.H. (Maachaotir) 

AABP/Prudential 

675 Physicians 

844 

Bankers Life & Casualty 

596 

N.J. (Rowark) 

AARP/Prudeniiai 

753 Bhre Cross Blue Sltieid of N J. 

1010 

Bankers Lite & Casualty 

756 

R.J.(Jtrsoy City) 

AAAP/Prudenl>al 

753 aiueCcossBheSMsIdodU. 

1Ot0 

Bankers Life & Casualty 

756 

M.H. (Albsqsoiaso) 

AABP/Pnjdentiai 

732 American Republic 

749 

Bankers Life & Casually 

660 

M.T. (Brooklya) 

AARP/Prudenital 

936 Fiisi United Amancan 

1182 

:ij 


M.T. (Whita Plalat) 

AARP/Piudentiai 

936 First United American 

1182 

I) 


N.C. (Charlatta) 

Slue Cross Blue Shield of N C 

599 AARP/Prudential 

681 

Imegrity National Lite 

618 

R.C. (Ralalih) 

Blue Cross Blue Shield of N.C 

599 AABP/Prudenial 

681 

iniegrity NaiionaiLtie 

618 

N.O. (Faria) 

AAflP/Prudentiai 

eej Continaniai General, Eguilabie Lite & 
Casually 

810 

Hartford Lite iX 

592 

Ohio (Coluoibus) 

AAftP/Prudsiiiai 

783 ContinanW ^neral 

BS6 

Bankers L ile & Casualty (Sefecl) 

570 

Ohio (Clowolaod) 

AAAP/Pnidenriai 

783 ContineiiUGenaiai 

BSS 

Bankers Life & Casually (Select) 

570 

Ohio (Ctaclatatl) 

AAftP/PruOmtui 

783 Coftlinffitt General 

855 

Bankers Lite & Casualty (Select) 

570 

Ohio. (Oklahoaa City) 

ttaittord Life (X 

690 ConOnentt Genera 

788 

Centra) States Health & Lite 

629 

Ora. (Portlaod) 

AAPP/Prudeniiai 

696 RrslNationttlile 

792 

Ameiican Republic 

698 

Pa. (Pbliadoliihia) 

AAftP/PrudentiH 

861 Physicians Mutual 

959 

Union Bankers 

671 

N. iPIttsbarfh) 

AAflP/Prudentiai 

861 Physiciara Mubiai 

874 

Union Bankers 

671 

R.l. (Prowldaaca) 

AARP/Prudenuai 

687 Blue Cioss Blue Shield of R-L 

808 

Bankers Lite & Casualty 

532 

I.e. (Caiuoibla) 

Union Labor Life 31 

727 Conbnentt General 

766 

Canlrai States Health & Lite 

641 

S.fl.(lloai FaUs) 

AAPP/PrudenUi 

762 CanfinentiiGerwsi 

767 

Hadtord LdeS 

528 

Tana. (Haaiphls) 

AFLAC 

620 ContmenMt^wral 

B34 

Pyramid Lite 

662 

Toi. (Dallas) 

Continental GeneQl 

877 CandnentafCenaraJ 

888 

Bankers Lite & Casualty (Seisct) 

613 

Tbs. (Hontoa) 

Continental General 

877 AARP/Prudllttal 

924 

Bankers Lite & Casualty (Select) 

613 

Tai. (Saa Aatoalo) 

First National Lite 

792 Cofltineniaf General 

877 

Sieria Hearth & Lite (Select) 

432 

Dtab (Salt Lafca City) 

AARP/Pnjdeniiai 

624 Equity life A Casualty 

810 

Bankets Lite & Casualty 

592 

Va. (Rlohmoad) 

Blue Cross Blue Shield of Va. 

744 MW/PnOvm 

768 

Integrity National Lite 

503 

Vt. (lurltHtaa) 

AARP/Prudentlal 

579 Physicians MiAual 

689 

New Yorti Lila 

526 

Wash. (Soattia) 

AAflP/PnjdentUi 

690 Physicians Mutual 

705 

CD 


W.Va. (Cbartootoa) 

AARP/Prudential 

763 Cortjnental General 

845 

Pioneer Lite 

676 

Wya. (CbayaoRs) 

AAflP/Pnideniiii 

642 ContinenlilGeneraJ 

734 

Pioneer Lite 

643 

NORSTANOAflD STATES’ BASIC PLAN 

Maos. (Bostoa) 9] 

AARP/Piudertii> 

396 Blue CilBS Blue Shield 01 Mass. 

577 

Banters Lite & Casualty 

365 

Hlaa. (MhiBoapolta) 

Blue Cross Blue Shield of Minnesota 

311 NewYorkUta 

463 

E 


Wise. (MItnukoa) 

Continental General 

458 AARP/PrudStia) 

522 

Central States Health & Lite 

431 


530 
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How the insurers rank nationally 


Notes on tho tablo This table ranks the in- 
surance companies m our stucty from least expensive 
to most expensive. For each company, we averaged 
the price indexes we calculated tor all the plans it 
otters to three difterent age groups In 64 large caties 
The '‘Best Policies' table on page 529 shows the poli- 
cies we recommend for each of the 64 cities. If you 


do not live in or near one ot those cities, use this 
table to shop lor a kM-cost irtsurer. Vahie Index is 
based on a price itxlex th^ measured the value of a 
package of benehts in reiabon to each plan's cost. 
IMenrrItinf is our judgment of hm tough a com- 
pany's medi^ requirements are fbr obtaining a pol- 
icy without drug coverage after the six-month ‘open 


window' has closed. Pre-existing conditions shows 
the waitng period before policyholders are covered 
for an existing medical problem. Rating method 
shows which of three methods the insurer primarily 
uses. Most policyholders are better oft with a Com- 
munity- or issue-age rated policy. Dashes indicate 
information was unavailable 


Pre-existing 

conditions 


Blee Cross Blue Shield of MIeh. 


Blue Croee Bine Shield of Minn. 


Southeistem Broup (1 


Beakers Lift B Cnsaaltf (Select) 


Msnnonltc Mutual Aid Assn. i 


Bias Cross Blue Shield of Fla. (Select) 


Arkansas Blus Cross Blua Shlsid 


Saaiarltsn Broup (Salsct) 


Blua Crest Bias Shield Mass. 


AABP/Prudaatlsl 


Commurtiiy 800 5>?3-5800 


Bint Cross of CsIK. (Ssiset) ' 


Bias Cross Blus Shlsid of ArU. (Sslscf) 


First Msaltti of Arix. (Solocl) 


Hartford U(o * i 

Bluo Cross Bios Shlold of Toi. 


National Homo Llfo (Saloct) 
Hofaaaa (Sslscf) * 


Intogrlty Notional Ufa 
Blue Cross Bluo Shlold of Ve. 


Blue Crota Blue Shield of Coao. 


Bluo Cross Bios Shlold Illinois 


First Ifaltod Aaorleaa 


Attained age 800 747-0540 


Comrnunity 


Attained agr 203 547-5000 


Aliamed age BOO 654-9390 


Anainedage 800 999-1843 


Attained age 214 732-2000 


Anainedage 800624-1723 


Community 214 328-2641 


Bluo Close d Blu( 


Control States Health B Lift 


Attained age 800 541-2363 


Alt Association for Lufhorous < 


Blue Cress Bluo Shlold of N.C. 


Blue Croat Blot Shield of Ky., Soothoaslani I 


Blue Cron Blue Shlold el iJ. 


Altained age 504 832-5600 


Eapirt Bluo Cron Blue Shield * 


Bluo Cron Blot Shlold of Md. 


Attained age 600 544-6703 


Blau Cron Blue Shield of B-J. * 


Blao Cron Blue Shlold of ArIx. 
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Chairman Thomas. Thank you very much, Ms. Shearer. 

Mr. Gauthier, if you will wait until we come back, just hold your 
fire. We will be back as soon as we can. 

Thank you very much. The committee stands in recess until we 
get back from the vote. 

[Recess.] 

Chairman Thomas. Mr. Gauthier, if you would begin I would ap- 
preciate it. 

STATEMENT OF C. PAUL GAUTHBER, C.PA., PRESIDENT, 
OLYMPIC HE ALTH MANAGEMENT SYSTEMS, INC. 

Mr. Gauthier. OK. First of all, I would like to comment that we 
are in support of expansion and making Medicare Select perma- 
nent in all States. And so all of the positive comments that were 
made before we certainly support, and I will eliminate a lot of the 
comments that I would have previously made because they have 
been so often reiterated. 

First of all, 1 would like to tell you that Olympic Health Manage- 
ment Systems, Inc. is a hospital consulting company specializing in 
managed care products. We also act as a third-party administrator, 
manage insurance agencies and oftentimes we are a broker for in- 
surance products. We have roughly 180 hospitals participating in 
Medicare Select products running around the country with a file of 
the products which we assisted our insurers filing in the States of 
Illinois, Indiana, Texas, Missouri, Wisconsin, Alabama, and Ohio. 
We have other hospitals that have supported the expansion in their 
States and we have three other additional States that we will be 
bringing on in the course of the next few months. 

There are several comments that I would like to be able to make 
in favor of the hospitals which we represent. One thing that I think 
is important to recognize is that our 180 hospitals veiy much favor 
the expansion of Select. Indeed, if you look at the 180-hospital com- 
position, we have hospitals ranging anywhere from 40-bed size to 
major tertiary facilities. All inclusive, our 180 hospitals represent 
operating expenses in their budgets of in excess of $10 billion. The 
combined employees for our facilities are well in excess of 140,000. 

Although I don’t represent the hospital industry as a whole, I 
think for the most part I represent our hospitals. Hospitals need 
this Medicare Select program because they view this as an integral 
part of their expanding into the Medicare risk contracts or poten- 
tially voucher systems. Thev embrace the concept of capitation, 
they are not at all concerned about being at-risk, and believe that 
they can help manage costs more efficiently than the way the sys- 
tem currently is managed under the Medicare system. 

Some of the issues that I think might help to expand the Select 
product properly in the future is, we would like to see some provi- 
sion for safe harbor for physicians. Physicians today are terrified 
to enter into any kind of joint venture managed care programs with 
or without hospitals’ involvement because of the threat of losing 
their Medicare provider status. 

The current Medicare Select statutes allow for Federal review for 
all Medicare Select products, and this should be sufficient to pro- 
tect Medicare’s interest. Physicians must be allowed to participate 
without the threat of losing their livelihood. 
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In the area of community rating, community rating a product is 
fine if in fact you are enrolling roughly 15 percent of new business 
a year. Otherwise, your business begins to age in place. What that 
will basically spell out in a global community rating situation with- 
out permanent adoption of Select in all the States is more and 
more insurers will shy away from supporting the Select product. 

In the area of open enrollment, if there is ever any consideration 
to having an open enrollment during a 1-month period, this would 
probably be suicide for a Medicare &lect product. A Select product 
needs to enroll its population month by month over time. 

The problem here is that it takes well in excess of 90 days to 
train, supervise agents to sell this product on a one-to-one sale. 
You simply can’t expect to have any kind of critical mass with Se- 
lect if that open enrollment period is contained. 

I would also like to make a case for the issue of allowing office 
copay visits in Medicare supplement insurance but specifically 
Medicare Select. Insurers must be allowed to offer small copays per 
visit, just like HMOs. Not only does this reduce premium, but it 
is critical to remind the policyholder of the per incident cost impli- 
cations of office visits. 

Currently, there is an innovative benefits clause in all of the 
Medicare Select regulations which we believe should allow for 
small copays per office visit, but State insurance departments do 
not want to interpret this regulation without Federal guidance. 

I would also like to make one more case in terms of expansion 
of Select to all States. You really need to send a clear message to 
providers and insurers that managed care is endorsed by the Fed- 
eral Government, and I believe that if you allow the Select to stay 
where it is or not give it permanent status, the message that you 
would be giving to providers out there, in essence, is that the Fed- 
eral Government supports managed care but only on a demonstra- 
tion or on a test basis, and representing the hospitals that support 
capitation, support the issue of case management and managing 
the Medicare system in a different way, I think you would do well 
for the hospital industry and probably the physicians as well to ex- 
pand the product line. 

Thank you. 

[The prepared statement follows;] 



458 


C. Paul Gauthier, CPA, President 
Olympic Health Management Systems, Inc. 

Bellingham, Washington 
February 10, 1995 

Hospitals' Perspective of Medicare Select 

When the Medicare program was proposed in 1966. ihe AMA opposed this movement on 
the basis that it would result in nationalized medicine. Congress softened this argument 
by proclaiming that reasonable fees would be paid based upon area norms and that the 
physician would be responsible for the direction of the quality of care provided. These 
promises are no longer manageable. The Medicare system was designed to insure access 
to healthcare for a population on fixed or limited incomes, however, in 1966. there was 
simply no recognition that the healthcare delivery system would be so successful at 
extending human life through access of technology and services. The financing problems 
of access and technology are now greatly compounded by the impact of the aging “baby 
boomer” population. 

The political and social issues associated with controlling costs through access, 
utilization, and reimbursement will require years to retool the healthcare delivery system. 
Healthcare providers are genuinely concerned that the rules historically defined by 
government and insurers will dramatically change and, therefore, vvould negatively 
impact the quality of care. Healthcare providers are willing to assume increased 
responsibility on issues of access, utilization, and reimbursement, however, they have not 
always been provided the tools to manage the process. 

HMO Medicare Risk programs have provided an opportunity for healthcare providers to 
influence or control issues on access, utilization, and reimbursement. HMO Medicare 
Risk programs have, to date, generally been limited to high co.st, densely populated areas 
where managed care commercial programs have been in existence for several years. 
Medicare Select has now provided Ihe opportunity for hospitals to assume .similar 
leadership roles in their community without the harsh financial implications involved itt a 
Medicare Risk program. From the perspective of hospitals. Medicare Select has provided 
Ihe following critical advantages: 

0 Because deductibles and coinsurance represent by definition a small percentage of the 
overall cost of providing care to Medicare beneficiaries, hospitals are not as 
concerned about the overall risk of this managed care program. Accordingly, 
healthcare providers are much more willing to assume risk, work with their medical 
start' to optimize health care, support insurer marketing efforts, and provide 
innovative managed care programs. 

0 Hospitals generally do not have access to detailed utilization data to influence 
provider behavioral modification. Insurers who may have access to useful uiilizaiion 
data may not make such data available because of the proprietary nature of the data, 
confidentiality requirements, or the inability of extracting the data in meaningful 
reports. Because hospitals have formed financial relationships with insurers, they 
now have proprietary access to all claims information. Medicare Select allows for the 
opportunity of extracting data on policyholders for not only the deductibles and 
coinsurance, but all of the data elements extracted and adjudicated by the Medicare 
system. Access to such clinical information is absolutely paramount in developing 
optimally managed care sy.slem. Over 150 hospitals are now accessing clinical 
information for Part A and Part B services by engaging in crossover claims exchange 
with the Medicare Part A and Part B Inlermediarie.s. 

0 During (he past decade, hospitals have attempted to provide educational forums, 
senior membership clubs, health screening and wellness programs, in an attempt to 
improve the continuum of care offered to Medicare beneficiaries in their service area. 

A Medicare Select program interlocks the various financial components of (he 
delivery system into a coordinated continuum of care process. All of these basic 
elements arc necessary to execute a successful Medicare Risk program and achieve 
savings in the delivery system. 
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Medicare Managed Care Achieves Savings 

The lable on Ihe following page represents an example of ihc poleniial savings in per 
capita monthly claims costs as Medicare beneficiaries move from an unmanaged 
Medicare system to an optimally managed care system. 

The unmanaged system data represents an example of current utilization for a mid-west 
county. The optimally managed system represent.s the highest degree of healthcare 
management or the most cost efficient system. The degree of total healtlicare 
management based on current standards is assumed to be 100% efficient for an optimally 
managed system. The moderately managed system represents a mid-point between the 
unmanaged and the optimally managed system. 

Ihe optimally managed system provides the most appropriate care at the most appropriate 
level of service. To achieve an optimal managed system, substantive changes must be 
made to the behavioral pattern of healthcare providers as it relates to access, utilization 
and reimbursement. These changes cannot occur without substantial management 
involvement from healthcare providers, otherwise unsatisfactory outcomes occur from the 
perspective of the insurer, providers, and the consumer. A Medicare Select progrant can 
assist in the transition process from an unmanaged care system to an optimally managed 
system. 
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Problems Encountered with Medicare Select 

The most significani problems associated with the implementation of Medicare Select 
include the following; 

0 Fraud and Abuse. Physicians generally are terrified of becoming involved in any 
Medicare managed care programs. Few attorneys are willing to provide positive 
counsel to physicians regarding their participation in a Medicare Select program 
because of the tack of Safe Harbors guidelines. 

0 Lack of Insurer Participation. There are relatively few insurers involved in 
Medicare Select programs. Most insurers have been skeptical due to the three year 
demonstration timelines and the potential negative impact on their policyholders in 
(he event that Medicare Select was discontinued. Three years was never adequate 
considering the limeline associated with; insurance department regulatory adoption; 
the filing process; training and orientating personnel managing the programs; 
organizing providers; and implementing the marketing process. Indeed, a number of 
insurers would have been willing to promote a Medicare Select policy in the state of 
Massacliusetls, but the Massachusetts Insurance Department has refused to act on 
Medicare Select until the issue of the demonstration status has been resolved. 

0 Existing Managed Care Programs Were Eliminated. The intent of Congress with 
Medicare Select was to encouraged managed care applications to otherwise 
standardized Medicare supplement insurance products. Ironically, the limitations of 
the pilot program actually SHUT DOWN operational PPO and HMO Medigap 
products in the other 35 states. 

Medicare Select is Consistent With Insurance Reform. 

Medicare Select policies are already governed by the type of reform measures Congress is 
seeking to impose on commercial insurance plans. As a subset of standard Medicare 
supplement regulations. Medicare Select includes regulations on: pre-existing 

conditions; ponability; guaranteed renewal; open enrollment for individuals just turning 
65; and agent compensation measures. 

Medicare Select is a transitional product, representing an incremental step towards greater 
market reform. Medicare Select offers Medicare beneficiaries a friendly bridge into 
greater managed care programs such as the TEFRA risk contracts and encourages 
providers and insurers to work cooperatively within the market in preparation for future 
innovative reforms such as a Medicare voucher program. 

Medicare Select offers a low cost alternative to older adults. Medicare Select premiums 
are up to 40% less than standard Medicare supplement policies. 

Systems for consumer protection are already in place. Medicare Select policies must 
file a Plan of Operations for approval with the slate Department of Insurance. The 
insurer must comply w'ilh quality assurance procedures, grievance and complaint 
resolution process, and ensure access to care. A Medicare Select policy CANNOT 
restrict payment in the event of an emergency, while the senior is traveling, or if services 
are not available in-network. Medicare Select is NOT an HMO or risk contract. 

Improvements Needed With Medicare Select 

0 Safe Harbors. Medicare Select should be provided with the same safe harbors as 
supplied to Medicare Risk Contracts. Clearly, HCFA has the opporuinity of auditing 
for compliance and it is this vehicle that should be employed relative to quality 
standards and utilization monitoring. 

0 Office Visit Co-Pays. As in the case of HMOs. Medicare Select should be allowed 
to offer a small co-pay per physician office visit. Small co-pays are an integral part of 
conditioning utilization behavioral patterns ofMedicare beneficiaries. 

0 Expansion lo All Slates. A clear message should be sent to providers and insurers 
that managed care is endorsed by the federal government by expanding Medicare 
Select to all fifty states on a permanent basis. 


v'JPifKJll 
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Chairman Thomas. Thank you, Mr. Gauthier. 

That is a point that I think we assume but it needs to be focused 
on, and that is people are trying to pick up signals from us and 
that if the signal was that this isn’t even appropriate to move for- 
ward on, what else are we not going to do, I think that is very 
good. 

On the open enrollment question, I don’t know that it is nec- 
essarily a function of time. I am looking more at the need to pro- 
vide education and knowledge so that decisions would be made. 

My concern would be that if you had to just constantly go and 
have more salesmen making calls to move insurance, I would ^ess 
that that is probably where there is more of a chance for abuse. 
I would be looking to provide a more direct yet broader-based edu- 
cation and knowledge function for the seniors so they would make 
a choice, not so muai to me the timeframe in which they make the 
choice, it is what they make it with. 

Reaction? 

Mr. Gaothier. Right now Medicare Select is not very well pub- 
licized, mostly because insurers are afraid to enter into the market- 
place because of the demonstration status. So at this point, our 
only mechanism from our hospitals to promote this kind of a man- 
aged care program is to employ the traditional tools of direct mail 
group presentations, telecommunications, whatever is required to 
in essence get the message out. You can’t simply do that in a 1- 
week period. 

Chairman THOMAS. Ms. Musser, in terms of ability to commu- 
nicate, what we have heard over and over again is that people just 
don’t know about the program. Have you folks from your national 
perspective seen anything that looks good or any efforts that have 
been made that might be some models for us to see how it is that 
we can go about it? What have you done in Wisconsin? 

Ms. Musser. The NAIC has a senior issues task force that works 
on senior counseling, bulletins, and brochures. The Wisconsin in- 
surance department has a number of — I can think of at least four 
or five brochures that we send out on a regular basis. 

We also have a little computer program that we have generated 
that the board on aging and some of the aging coalitions use. Sen- 
ior citizens call us, they give us their age, gender, their riders that 
they want, and their location, and we generate premium compari- 
sons and quotes for them on the telephone on a regular basis. 

But YOU are right, the promotional, the marketing of it is re- 
stricted, and I think that is largely because it is not a permanent 
program. People are not investing in it the way that they might in 
product development if it were a permanent program. 

I mentioned that Wisconsin had these programs prior to the en- 
actment of the demonstration project. We have 40-some thousand 
people enrolled. The enrollments are going up and not down, but 
I think they would grow more rapidly if the programs were perma- 
nent. 

Chairman Thomas. Well, and if you are gearing up to provide 
only just a very narrow product, it takes a lot of effort, that is kind 
of an inverted pyramid to deliver the product on an educational 
basis. If you had more product available for the seniors, in terms 
of understanding the full panoply might be 
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Ms. Musser. Exactly. 

Chairman Thomas. You rattled off some statistics during your 
testimony that apparently HCFA doesn’t have. Are you in commu- 
nication with HCFA and are we supplying some of this data? 

It seems that it has evaded them, and I just think it is interest- 
ing that you folks are collecting data on a profile basis which 
HCFA either chooses not to focus on or isn’t aware of Have you 
had any commimications with HCFA about the results? 

Ms. Musser. I had a number of communications today about the 
statistics quoted in my testimony, and I think we will have ensuing 
conversations about them. Wisconsin collects 

Chairman Thomas. Was it supportive or threatening? I am just 
curious. 

Ms. Musser. Quite simporting. 

Chairman Thomas. Where did you get the stuff? 

Ms. Musser. Wisconsin collects a lot of its information on this 
in profiles. The insurance department in the State of Wisconsin 
manages the HMO industry and has since its inception, including, 
you know, the filing of business plans and all of the financial data, 
and that is of course m-eatlv helpful to us in collecting a lot of the 
information that we have necause we know their enrollments by 
breakdown. 


Chairman Thomas. For the record, I believe it is the department 
of corporations in California that manages the HMDs and collects 
the information. That was a question earlier. 

Ms. Shearer, in terms of your testimony, in looking at — and I 
have a copy of the August 1994 Consumer Keports with your value 
index from poor to fair to good to very good to excellent, and you 
have a number of products, in fact the third, the fourth, the fifth, 
the seventh, the ninth best-rated value products are Selects — and 
in looking, for example, at the second most highly and the third 
most highly rated Select products, the method of rating is attained 
age. You had some relatively critical comments to make about that 
kind of a profile. 

Was that not used in terms of classifying it on the value index 
or is there a warning label placed on the product, or how did you 
go about taking the testimony that you gave us and giving some- 
body a comfort level that the highest rated, the fourth nighest 
rated insurance program was in fact the one that had this very 
poor way of rating. 

Ms. Shearer. This table is, the ratings are based purely on pre- 
miums over different age groups for consumers. If you look on page 
526 of the article, a column marked “Pricing Pitfalls,” that is where 
this issue of what we consider to be the hazardous pricing struc- 
ture is addressed. But the table, the ratings 


Chairman Thomas. I have to confess, the way I read your maga- 
zine most often is that I tend to just skip over the written material 
and go to the little rating structures so that I don’t have to waste 
time plowing through what you guys plowed through, and I take 
your judgment based upon all of that stuff because it is an index, 
it is a vmue index, it combines all of that stuff. But you are telling 


me that it didn’t here? 


Ms. Shearer. I am telling you what we tell our readers: Read 
the whole article because it is really important, and this applies to 
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issues beyond this. And I am sorry, one of the challenges Consumer 
Reports has had over the years is how to make information acces- 
sible to consumers, and there is a tradeoff. I mean, you can put so 
much in a table. 

Chairman Thomas. Well, OK. Then I should have read it and be 
wary of the attained age Select packages. 

Actually the highest rated Select is one with community rating, 
which is the third highest of all of them that you rated. 

Ms. Shearer. And what we are suggesting is, let’s make all of 
them community rated. We are not suggesting that the Medicare 
Select market should compete with an unlevel playingfield against 
attained age or issue age rated policies, so we are suggesting that 
if a State wants to offer Medicare Select that they should commu- 
nity rate this market. 

Chairman Thomas. But even if they do that, you don’t think it 
is a very good product? 

Ms. Shearer. I think that the jury is still out. 'There are many 
unanswered questions. 

Our reading of the RTI study is that the main reason that there 
are cost savings at this stage is because of discounts that this prod- 
uct gets, but I realize that there is some research underway, there 
is some data from Wisconsin that I have not had access to. 

I think the experience — one thing the RTI report showed very 
clearly is that the experience varies from State to State, and I 
think it is veiy important for Congress to have the best information 
before locking in a program. And I think once this program is made 
permanent, it is going to be veiy hard to change when new ideas 
for Medicare PPOs emerge or whatever. 

Chairman Thomas. I will tell you, not with this Congress it 
won’t. 'That has been one of the problems in the past. We are into 
kind of a chicken-and-an-egg problem. You don’t want us to go for- 
ward until we really have a picture what the world looks like, and 
we have had testimony all day that HCFA is almost incapable of 
providing useful comparative tools in a timeframe that means any- 
thing anymore, and that therefore your position is, don’t go for- 
ward, versus the other position which is, well, go forward in this 
limited area, and we are going to continue to build tools as we see 
it. 

So in terms of the chicken and the egg, given the timetable that 
we have pressure under, to me the compelling evidence is very sim- 
ple: You go forward. You don’t just stop and hope HCFA in the 
next 3 to 5 years comes up with some measuring device that will 
tell you that the program that they only wanted to continue for 6 
more months might have had a chance to survive. 

That is my problem in listening to the kinds of warnings that 
you are putting forward to us in not going forward in this very 
small modest area. 

Ms. Shearer. I would urge you to fix what is broken in the mar- 
ket before going forward. I tried to outline in my testimony some 
of the things that we think are broken. We have not recommended 
that you kill this program. We urge you to proceed with caution 
and not lock in something that isn’t serving consumers well. 

Chairman Thomas. I understand. We are under tremendous 
pressure because we failed in the 103d Congress to do some of 
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those fundamental reforms in the insurance area, in the mal- 
practice area, administrative simplification, and creating some un- 
derstanding within the Justice Department Antitrust Division that 
people do operate on timelines other than bureaucracies and that 
those timelines for decisions should be shrunk to a reasonable time 
with safe harbors created. 

Ms. Musser. May I just comment a bit on that. 

What you see when you look at some of the success stories, and 
one of the things that I would certainly agree with my predecessor 
about is that the State variation is pretty significant and we have 
to look very carefully at that and we should learn some lessons 
from it. 

Where it is working well are in mature managed care markets. 
Managed care is not managed care is not managed care across the 
Nation. 

Some points that you made earlier, Mr. Chairman, about intro- 
ducing managed care concepts are critical in the immature mar- 
kets. As we get people from managed care in the workplace into 
these markets, these programs will continue to refine themselves 
as they did in Wisconsin, Minnesota, California, and many other 
States. We didn’t all of a sudden just jump in and be successful 
with this this last year. This takes time, and it takes time to de- 
velop the products, to refine the products, to listen to the customer 
choice. 

I think the issues of attained age are issues of product selection 
and disclosure and information, and I think those are the kinds of 
lessons we learn in States like Wisconsin where we have a more 
mature market. 

Chairman Thomas. The pressure I am under, Ms. Shearer, is 
that all the statistics that are coming in now, despite the fact that 
people say, “Well, we don’t know if the trend is going to last a very 
long period of time. Given the kind of fundamental shifts that have 
occurred in the private sector, you are not going to reverse them. 
They are going to continue.” So for folks to say, “Gee, we ought to 
wait or maybe it is a blip,” I don’t have much patience with those 
kind of folk. 

What I got out of part of your testimony was that you have to 
be careful because there is going to be a cost shift in terms of the 
cost shifted over the hospitals. What the statistics are screaming 
back at me is that it is Medicare that is beginning to be the cost 
shifter into the private sector and that the folks out there have 
learned their lesson, they aren’t going to take the shifts anymore. 

And so it is exactly the opposite, and that government might be 
performing a kind of a useful function here if in those areas where 
the managed care market and the knowledge among consumers is 
not as great, we could be doing a great service for folks in this par- 
ticular area to begin to develop the kinds of tools and the assur- 
ance. If we do it right, government believes that this is an appro- 
priate way to go that can speed up the markets. 

I was just amazed at when you look at where managed care has 
been successful, it is kind of like following where import cars are 
sold highest and American cars are not. It is the Midwest and 
other areas that aren’t up to speed, but it is not just in this pro- 
gram, it is across the board in terms of managed care. So if we 
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were to go to 50 States, make it permanent, come up with some 
tools that will allow folk to make those judgments, one, we get bet- 
ter at what we are doing; and, two, it creates an understanding 
and acceptance for the private sector to continue to move forward 
more rapidly in areas where it wasn’t. 

Now why is that bad? 

Ms. Shearer. I think the cost shifting issue is certainly bigger 
than Medicare Select. 

Chairman Thomas. Of course. It is all Medicare now and as 
such, it has become an anchor, a drag on the system. 

Ms. Shearer. My concern is that with discussion of expanding 
the discount to Medicare Select to part B, for example, if discounts 
are where the cost savings are coming from, whether it be part A 
or part B in the future, then I don’t think it is fair to hold this up 
as a cost saving program. I think this is the type of thing that 
needs more study and analysis before locking it in. 

Chairman Thomas. Who held it up as a cost saving program? 
See, if I can get better quality of care for the same price, that is 
a plus. And if I save money along the way or if the consumer saves 
money along the way, isn’t that a plus, too? 

If you have a program that — if you have a product in your maga- 
zine that really delivers on what it says and it is cheaper, don’t 
they get a “check” in terms of a best buy, that those were “pluses,” 
those were positives when those two things came together. 

Ms. Shearer. Well, right now the premiums appear to be lower 
in large part because they are not paying all the costs, so I think 
this is a very 

Chairman Thomas. Based on what, 3-year-old data, 5-year-old 
data? 

Ms. Shearer. Based on the only objective analysis that has been 
available to me, which is a 1-year-old study, and what I feel is — 
it is the RTI study, and that is all that I have had access to. 

Mrs. Johnson. That study is only now out as a single example, 
and they haven’t gotten to cost yet. 'They haven’t. That study has 
not reported on cost. 

Mr. Christensen. We heard witness testimony earlier that the 
study wasn’t correct anyway. 

Chairman Thomas. You can have a judgmental about whether it 
is worth anything or not, but it just amazes me that someone looks 
in the last 12 months what has occurred in the private sector in 
terms of costs in significant reductions in that area and that those 
folks who have changed the marketplace are going to continue to 
be able to, you know, absorb cost shifting, to me is just a total dis- 
connect of what is really going on out there. 

So obviously another 12 months will give us a better picture. 
Hey, another 5 years will give us a whole lot better picture, and 
then, guess what? We have 1 year to solve the bankruptcy of the 
health insurance market. 

All we are trying to do is push the envelope a little bit in an area 
that seems to be, at least in those States that are more mature 
markets for managed care, who understand what they are dealing 
with and have gone one step beyond nothing in terms of trying to 
inform the seniors, that it looks like it is kind of useful. 
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So, again, it is a “flying knot” versus the alternative. I guess that 
is the problem. 

Ms. Shearer. Mr. Chairman, I would really urge you to look not 
only at the States where Medicare Select appears to be very suc- 
cessful, but to study carefully the States where it hasn’t taken off, 
where the States have dropped out of the program, where it has 
not worked as well as it has in Wisconsin. 

Chairman Thomas. I assure you we are going to, but it is not to 
try to find out why we stop other States who are successful, it is 
to find out how those States that have successful programs can be 
transplanted into those States that have not. 

We are just coming from a completely different direction on how 
you solve the problem. My goal is to move forward, not to find rea- 
sons for not moving forward. I guess that is the difference. 

Mr. Gauthier. If I could just make one comment from the pro- 
vider side. Of the 180 contracts we have negotiated with 6 different 
insurers, the vast majority of them have a component in those con- 
tracts that basically say that if the plan performs properly, the hos- 
pitals will share in the positive plan performance. So even with a 
Select product there are some incentives for providers to work to- 
gether in order to make this product successful in the marketplace. 

Most of our hospitals firmly believe that over time 50 percent of 
their population will be in some form of a Medicare risk product, 
and that timeline is probably 5 to 10 years. They are concerned 
with getting involved with Medicare Select to get the experience in 
terms of managing the process of case management, managed care, 
negotiations, working with their physicians, capturing the data, 
and positioning themselves for what they believe to be a continuous 
reduction of funding for hospital services. 

This issue goes beyond just writing off deductibles and coinsur- 
ance. It has everything to do with hospitals and the system’s pre- 
paring itself for a much larger issue. 

Hospitals are terrified that funds won’t be there beyond the year 
2000 to take care of Mr. McDermott’s 85-year-old person. That is 
not the issue. The hospitals are generally concerned with that. 

The deductible is irrelevant. Most of our hospitals enter into this 
program not to increase census, not to write off the deductible, but 
because they need the data. They need the data because the Fed- 
eral Government simply does not provide that information to them. 

Hospitals have no idea what physicians are doing, physicians 
have no idea what hospitals are doing, and the whole issue of get- 
ting them to work together under a low-risk product, is a darned 
healthy thing to do in a free marketplace. 

Mrs. Johnson [presiding]. Thank you very much. 

Let me just — the hour is late — ^go to Mr. Christensen, and then 
I have a couple questions and we will adjourn. 

Mr. Christensen. Thanks, Madam Chairwoman. 

The point you just made, Mr. Gauthier, to what degree do you 
think it is the hospital’s concern of getting into a program that is 
going to be eliminated because it is a demonstration project? To a 
great degree? 

Mr. Gauthier. I think most hospitals, or at least we advocate 
that over time, and we measure this because a lot of the managed 
care markets we are in, think that over time you will probably see 
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50 to 60 percent of the population on a voucher system or a Medi- 
care risk product, perhaps 20 percent will be in a Select product, 
and the rest of it will still be in some form of ERISA or indemnity 
product. That is our best guess from what we know today. 

If the system doesn’t evolve in that process, you can’t possibly af- 
ford to hmd Medicare with the baby boom population coming on- 
line. I think hospitals recognize this, so they look at Select as a 
steppingstone for them to learn the process of negotiating with 
physicians and all the other components with managed care to get 
into a risk product. 

Mr. Christensen. In your testimony on the last page you talk 
about offices that charge copays, and you say small copays are an 
integral part of the conditioning utilization behavioral patterns of 
Medicare beneficiaries. What would be your example of a small 
copay? 

Mr. Gauthier. $5 to $10 copay. The current rules are you either 
pay the deductibles or you don’t. It is as simple as that. 

So when we structure a plan with our physicians and with the 
hospital, when the senior goes to a physician’s office, we either pay 
the deductibles or we don’t. There is nothing in between. 

We think putting a product out there such as an HMO so that 
there is a $5 or $10 reminder when that senior uses the physician’s 
office, would do a lot in terms of reducing the premium as well as 
encouraging that senior that nothing is for free. Right now we sim- 
ply can’t do that with any of the Select products. 

Mr. Christensen. Prom the standpoint of Wisconsin and moving 
away from the Medicare Select issue for just a moment to the gen- 
eral Medicare issue, consumption and overconsumption is some- 
thing that this committee has looked at for some time now. What 
do you see in Wisconsin that would work as a copay type of ar- 
rangement? 

Ms. Musser. Wisconsin has been approached very recently by an 
HMO who wants to begin entering into the Medicare risk contract 
area and has asked for our interpretation and approval of a small 
copay. I don’t know the exact level of that, but we are moving for- 
ward to approve it. 

I believe it is in the area, the range of the $10 per visit or 20 
percent kind of arrangement to assist them with some kinds of of- 
fice visits and some kinds of medications and situations. We are 
moving forward cautiously on a limited basis, but we think that the 
flexibility is needed to restrain the utilization. 

Mr. Christensen. That is all I have at this time, Madam Chair- 
man. 

Mrs. Johnson. Thank you, Mr. Christensen. 

Ms. Shearer, in your comments you quote the RTI study, but you 
don’t mention the part of that study that found that the 3-year 15- 
State limitation was a significant barrier to the expansion of Medi- 
care Select. 

In the RTI report it says, “Unless a firm is already offering a 
similar product, 3 years is not enough time to develop a product 
in a provider network, market it, and recover the initial invest- 
ment.” 

In looking at this issue, why didn’t you consider that part of the 
study as well as those parts that you included in your testimony? 
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Because the implication in your testimony is that it didn’t spread 
because it wasn’t any good. 

Ms. Shearer. Well, it certainly is one factor, and in limited time 
and limited space I didn’t mention it, focusing on some of the con- 
cerns that the RTI pointed out in terms of what is most important 
to consumers. And I think that that is the kind of point that indus- 
try is better positioned to make, but 

Mrs. Johnson. Thank you. 

I would just remind you that in other testimony this morning we 
have heard that the RTI study was done when the program was 
in its infancy, and the RTI study itself cautioned that the results 
are in many ways preliminary and the most extensive section is a 
single-State study and they have yet to offer the cost section of the 
study and the other section on beneficiary satisfaction. So we have 
those yet ahead of us. 

I do want to ask though the time is late, but I am very interested 
in the issue of the States where it hasn’t taken off. I think there 
are probably some obvious reasons why not, but, Ms. Musser, if you 
could help us with that and gather any information that you can 
about those States where it hasn’t been as active. And then I am 
also interested in the issue of attained age because we do have 
consumer protection provisions in our Medigap policy law, but also 
we regulate these kinds of policies at both the Federal and State 
level, and one of the regulations specifically goes to trying to be 
clear with seniors about what they are and are not buying, and if 
we are not telling them that there is a difference between buying 
this and another Medigap product, then we ought to be doing so. 

Now, this is not a Medicare Select unique issue. This is a 
Medigap policy across the board. But I think that is a reasonable 
thing to deal with. 

Personally, in some of the testimony you have implied that sen- 
iors might be duped. That has not been my experience. My experi- 
ence is that most of my seniors know more about tax law than any 
40 year old I represent as a group, and that they are very sharp, 
and they sit with each other and they compare benefits and dollars, 
and they know exactly what they are getting. Would that most of 
us were as sharp consumers as they were in their earlier years, 
though that is no longer true of my 95-year-old mother. 

So I think we have an opportunity here as we move forward to 
make sure that any knowledge we have that could improve the op- 
portunity for this program to serve seniors well in the States where 
it isn’t currently built into the program. To deny the overwhelming 
testimony, however, of how many more benefits seniors are getting 
through this plan and what the satisfaction level is in the better 
plans and the contribution it is making in the States that it really 
had the ability to work with is because they have the provider sec- 
tor development necessary. Isn’t information we can afford to look 
at and say, well, we will do a 6-month extension. It is too pathetic 
a legislative response. 

So we look forward to working with you. You know now what we 
are going to do. You know what information could be useful to us 
in doing it well. 
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We thank you for your testimony and invite your continued in- 
volvement. 

[No information was received at the time of printing.] 

Mrs. Johnson. Thank you. 

[Whereupon, at 3:44 p.m., the hearing was adjourned.] 
[Submissions for the record follow:] 
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STATEMENT 

BY 

CHIEF MASTER SERGEANT JAMES E. LOKOVIC, USAF (RET.) 
DIRECTOR, MILITARY AND GOVERNMENT RELATIONS 
AIR FORCE SERGEANTS ASSOCIATION 


Mr. Chairman and disnnguishcd members of ihe commiiiee. 1 am here on behalf 
of [he Air Force Sergeants Association’s 160.000-plus members. AFSA represents all 
enlisted Air Force. Air National Guard and .Air Force Reserve members, their families, 
and survivors. Many of our members have served their nation, have entered their retired 
years, and are now among those currently being served by the Medicare system. Accord- 
ingly. we appreciate this opportunity to include AFSA’s views in your important delibera- 
tions. 


Wc are well aware of the important challenge to be faced by this committee, 
greatly appreciate your focus on controlling costs and improving care, and are sensitive 
to the enormous growth in Medicare expenditures in recent years. The overall costs and 
fees for service become especially significant for our members because enlisted military 
retirees are among the lowest-paid annuitants. As you are looking at ways to control costs 
and improve care in the system, we would like to suggest two important money-saving 
possibilities, 

Our first suggestion is that the committee support Medicare subvention; the trans- 
fer of funds from the Department of Health and Human Services (HHS) lo reimburse the 
Department of Defense (DOD) for care received by Medicare-eligibles at Military Treat- 
ment Facilities (MTF). Representative Joel Hefley’s H.R. 580, introduced during this 
Congress, would allow ihis interagency transfer of funds. His bill realizes that the ques- 
tion is not spending HHS dollars versus DOD dollars; the real possibility is to save tux- 
payar d<illdrs by the non-parochial transfer of funds. 

The advantage in cost-savings would be that HHS would spend fewer dollars for 
the care it buys at MTFs than it does from civilian providers. Savings are derived through 
"utilization management." which is preventive in nature. This DOD-unique system gels 
the right treaimeni in the right place at the right lime. This heads off more serious 
treatment problems and thereby holds down costs. Also, the cost of physicians is signifi- 
cantly tempered by the military rank structure. Finally. MTFs already have an infra- 
structure in place, so the basic care components are there. The results, when comparing 
MTFs to civilian providers, are savings in costs, overhead and mark-up fees. 
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Whereas all military retirees arc eligible lo seek space-available care at MTFs, most 
are viewed differently after they are forced to transition from CHAMPUS (soon lo be 
TRICARE) lo Medicare. In practice, MTF commanders are facing smaller and smaller 
budgets, and our older members tel! us that space-available care has been increasingly 
denied for Medicare-eligibles because of lack of treatment funds. Thus. AFSA feels that 
ihe practice of Medicare subveniijjn would make on-base care more likely for our older 
retirees and. at the same time, save program costs by reducing ihe level of Medicare 
expenditures for military retirees. 

Wc would also suggest that as this committee looks at ways to incorporate managed 
care ideas into the Medicare system, great consideralion should be given to allow 
.Medicare-eligible military retirees the option to remain in the military health services 
system through the TRICARE program. This three-part system. DOD's health care 
plan of the future, is currently available only to under-65 military retirees and their de- 
pendents. and active duly family members. TRICARE includes an HMO option. 
TRICARE Prime. TRICARE Prime's enrollment fee and cost-shares also provide lower- 
cost care than traditional "fee-for-.servite" care associated with Medicare Pari B insurance. 

The lower pension income of enlisted military retirees and their survivors magnifies 
the issue of health care casts. The TRICARE program promises to offer cnrollees much 
lower costs than current fee-for-service insurance programs. Also, while the committee 
is looking at areas of private managcd-care plans it cun incorporate into ihe Medicare 
system, we would argue ihal serious cuasideraiion should be given lo extend HHS reim- 
bursement to DOD for enrollment in the TRICARE program for military rciirees over 65. 
Again, military retirees would be allowed to stay in the military health services system 
for life and. at the same lime, reduce the cost of care for Mcdicare-eligible.s. 

Mr. Chairman, again, thank you for this opportunity to express our ideas on ways 
to lower the costs associated with the Medicare system. As you are investigating the 
numerous facets of the problem, we would suggest that you give serious consideralion lo 
AFSA's ideas on the matter. While these primarily apply to military retirees and their 
families who arc Medicare-eligible, the savings to be realized may well be considerable 
if you consider incorporating use of the military health services system. Approving ways 
lo keep all retirees in the military health sy.siem is not only cost-effective, it also keeps 
a promise made to retirees, i.c.. that they would have lifetime, affordable care as part of 
the military family. 

The men and women of the Air Force Sergeants Association wish you well as you 
work io accomplish your imporiani mission. As always, we are available lo assist you in 
matters of mutual concern. 
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STATEMENT OF THE AMERICAN ACADEMY OF FAMILY PHYSICIANS 

On behalf of the American Academy of Family Physicians, an organization representing 
80,000 practicing physicians, residents, and medical students, please accept this statement for 
the record of the February 10, 1995, hearing on Medicare reform and irmovation. 

The Academy recognizes that Medicare will be targeted for substantial expenditure reductions 
and policy changes designed to achieve a large portion of the approximately $1.4 trillion in 
savings needed to achieve a balanced budget by the year 2002. This will be a difficult task 
involving by some estimates at least $40 billion in Medicare spending reductions annually for 
the next seven years. As you and your Ways and Means colleagues search for these savings, 
we urge you to take advantage of the proven savings that can be achieved by correcting anti- 
primary care biases and alleviating regulatory burdens in the current program. Implementing 
changes such as those described below will generate meaningful savings, bringing the 
economy nearer to a balanced federal budget, while also improving the quality of care for 
Medicare beneficiaries. 

Congress will consider a wide range of proposals designed to reduce the rale of increase in 
Medicare expenditures, including higher beneficiary cost sharing, enrolling a higher 
proportion of Medicare beneficiaries in managed care plans, Medicare vouchers, and medical 
savings accounts. While each of these reform proposals holds some theoretical possibility of 
reducing expenditures, there is only one factor that has been consistently proven to hold 
down per capita Medicare expenditures, the availability of primary care. Your success in 
controlling Medicare outlays will be directly related to your success in improving beneficiary 
access to primary care services. 

Primary Care and Medicare 

Primary care physicians-defined by the Council on Graduate Medical Education as family 
physicians and general practitioners, general pediatricians, and general intemists-deliver 
health care services more efficiently and in a less costly manner than subspecialists. Family 
doctors, for example, treat 85-90 percent of the presenting conditions of an undifferentiated 
patient population and take responsibility for managing the care of those patients who are 
referred for subspecialty services. 

There is extensive Literature supporting the conclusion that primary care is cost-effective, and 
several of these studies are specific to the Medicare population. For example: 

o There is an inverse relationship between the extent to which a nation’s primary care 
system is developed and the per capita cost of health care. (Starfield; JAMA, Oct. 
23/30, 1991) 

o Per capita health expenditures decrease as the proportion of family and general 

physicians increases. A systematic evaluation of variation in Medicare expenditures 
for physician services across the U.S. concluded that a higher proportion of primary 
care physicians in a metropolitan statistical area is associated with a significantly less 
expensive practice of medicine overall, for both in-hospital and out-of-hospital care. 
(Welch et al; NEJM . March 4, 1993) 

o A study of per beneficiary Medicare expenditures for physicians services found that 
the most important factor explaining lower expenditures in rural areas is the mix of 
physician specialties. Expenditures are significantly lower when the proportion of 
general and family physicians is higher and expenditures are significantly higher when 
the proportion of subspecialists is higher. (Dor and Holahan; Inquiry . Winter 1990). 

o Increased availability of primary care services for low-income populations reduces the 
inappropriate and expensive use of emergency departments. In one study, nearly half 
(45 percent) of patients waiting for emergency dq^artment care cited unavailability of 
primary care services as their reason for using the emergency department. Only 13 
percent of those waiting had conditions clinically appropriate for the emergency 
department; 38 percent were willing to trade the emergency department visit for 



473 


assurances of an appointment at a primary care clinic within 3 days. (Grumbach, et 
al; AJPH, March, 1993) 

o Given an equivalent patient population, primary care physicians provide more cost- 

effective care than their subspecialty colleagues. The recent Medical Outcomes Smdy 
reported that cardiologists, for example, hospitalize patients with similar levels of 
illness at more than twice the rate that family physicians do, and ordered more tests, 
etc. After adjusting for patient mix, cardiologists and endocrinologists had utilization 
rates that were considerably higher than those of generalists for all health care 
resources. (Greenfield, et al; JAMA . March 25, 1992) 

These studies point to a stark reality of American medicine: it is overly specialized and 
overly costly and the two ate directly related. No matter what other reforms Congress may 
consider and adopt, the cost explosion in the Medicare program will not he brought 
under control until Congress improves the availability of primary care services. 

The studies cited above point to the fact that when primary care physicians in general, and 
family doctors in particular, are used by Medicare enroUees, the program reaps savings. 
However, despite these positive and encouraging findings, the Physician Payment Review 
Commission (PPRC) and the AAFP itself have discovered disturbing access problems 
centered around primary care services for Medicare beneficiaries. 

In its 1994 armual report, the PPRC summarizes the results of a 1992 physician survey 
showing that 10 percent of primary care doctors were not accepting new Medicare patients. 
The AAFP found that by region 17-35 percent of its practicing members are not accepting 
new Medicare patients. Over one-quarter of family physicians’ patients are Medicare 
beneficiaries; this figure is even higher in rural areas. Despite steps Congress has taken, 
most recently in the Omnibus Budget Reconciliation Act of 1993, to protect primary care 
services from fee reductions, anti-primary care biases in the fee schedule remain a sizeable 
problem. Just as importantly, given the disproportionately low number of family physicians 
in the workforce today, it should be noted that most family practices are fiiU-another 
pressing reason that our membership carmot accept new Medicare patients. 

Given the potential for widespread Medicare savings when primary care and family physician 
services are maximized, we strongly recommend that steps be taken to completely eliminate 
anti-primary care biases in the Medicare progtam. At a minimum, this shift would involve 
specific changes in the fee schedule and a redistribution of Medicare's graduate medical 
education (GME) funds to boost the number of family physicians trained. 

The Fee Schedule 


Given the desirable cost-saving benefits connected with the use of primary care physicians by 
Medicare enroiiees, removing ami-primary care features from the physician fee sihedule is 
an important part of Medicare reform. Therefore, the Academy believes the following 
improvements with respect to primary care payments under the Medicare fee schedule are 
needed to improve beneficiary access to primary care services. 

First, Medicare payment for visit services, which are the type of service that primary care 
physicians most commonly provide, arc generally inadequate. Indeed, Medicare payments 
are only slightly more than half of private sector payments and often are below the cost to 
the physician of providing the service. Inadequate payment rates are the most important 
reason so many family physicians no longer accept new Medicare patients. 

In general, we believe the work mvolved in visit services is greater than the values assigned 
to them by the Medicare fee schedule. The intensity of these services is uniformly and 
inappropriately lower than the intensity values assigned to other services, such that even 
highly complex visits on extremely ill patients are valued lower than very minor, 
straightforward skin procedures. 
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Since the work relative values for visit services were implemented in 1992, medical practice 
has changed substantially enough to create a compelling rationale for believing that the work 
involved in visit services is currently undervalued. Specifically, patient complexity has 
changed as patients enter the hospital later and leave sooner. The patient population is aging. 
New drug treatments and more sophisticated diagnostic tests have increased the complexity of 
factors physicians must consider in their medical decision making. More sophisticated 
diagnostic tests have produced more results for physicians to explain and discuss with more 
people, many of whom are better informed and, therefore, more inquisitive. Considered 
together, these changes in medical practice have increased the mental effort, judgment, and 
physician stress associated with providing a service, while adding to the amount of work that 
a physician must perform after the face-to-face visit is concluded. This postservice work is 
included in the basic visit fee. Accordingly, we have requested as part of the statutorily 
mandated five-year review of the Medicare fee schedule a re-examination of those E/M 
services for which we have a compelling rationale they are undervalued. These E/M codes 
are: 99213, 99214, and 99215 (established patient office visits); 99231, 99232, and 99233 
(subsequent hospital visits); and 99238 (hospital discharge day service). 

Second, there is a well-documented anti-rural bias in the Geographic Practice Cost Index. 

The GPCI is intended to measure geographic differences in physician practice costs. 

Instead, the Academy believes there should be a single fee for the same service— regardless of 
where it is located. 

It should be noted that the GPCI index does not actually measure physician practice costs, 
but, rather, is based on "proxy" data. For example, instead of measuring physician office 
costs, it uses a national index of residential apartment rents. The flaw in Medicare’s GPCI is 
illustrated dramatically in its conclusion about the relative difference in urban and rural 
practice costs. The GPCI purports to show that rural physician practices are significantly 
less expensive than urban practices. In fact, multiple studies conducted over many years 
show conclusively that rural practices are every bit as expensive as urban practices. The 
GPCI systematically and unjustifiably penalizes rural physicians. The differential between 
urban and rural payments for the same service can be as high as thirty percent. 

More than any other specialty, family physicians locate in rural communities. To reiterate 
the AAFP’s position, we believe there should be no differential in physician fees based on 
practice location. Instead, there should be a single fee for the same service regardless of 
where it is located. We base our position on the premise that equivalent service should result 
in equivalent compensation. Furthermore, our position is consistent with federal policies that 
incorporate uniform national rates. For example, uniform national rates apply to federal 
income tax, social security payments, and the Medicare Part B premium. A policy of 
uniform payment should only be modified, in our view, to achieve explicit policy goals (e.g., 
targeted adjustments for demonstrated shortfalls in access to care). 

Third, we continue to believe that visit services are undervalued due to the practice expense 
component of the Medicare physician fee schedule. Basing practice expense relative values 
on historical charges, as the current fee schedule does, rather than resources, unfairly 
impacts the value of office visit services. We recognize that the basis for these relative value 
units is set in law, and we are encouraged that Congress mandated resource-based practice 
expense relative value units as part of the Medicare technical amendments signed into law 
last year. We look forward to working with the Health Care Financing Administration to 
implement this change. 

A fourth flaw in the fee schedule relates to how visit services are undervalued due to the 
current Medicare Volume Performance Standard and conversion factor system. Since the 
inception of the MVPS, surgical services have repeatedly received a higher update resulting 
in an ever-increasing disparity between the fees for surgical services and those for primary 
care services. This cumulative differential has the perverse effect of undermining the 
redistributive effect intended under physician payment reform. The PPRC and others have 
commented extensively on this problem. 
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We are studying the current MWS and conversion factor system for improvements and 
would pleased to work with you and your committee colleagues on this matter. In particular, 
we believe attention should be directed at the current use of multiple MVPSs and conversion 
factors and the question of whether a single MVPS and conversion factor would be more 
appropriate. Multiple MVPSs and conversion factors disturb the relationship between 
surgical and primary care services by valuing the work of the former at a higher level than 
the latter. In this regard, we note that the PPRC has concluded "that a single target and 
update would best maintain the integrity of the resource-based relative value scale. " (PPRC 
Annual Report 1994) 


The evidence linking excess costs to the growing supply and the extreme over-specialization 
of the U.S, physician workforce has been corroborated in a number of recent studies. Both 
the specialty imbalance and aggregate surplus are steadily worsening. It is eminently clear 
that if Medicare is to provide access to appropriate medical care with reasonable cost 
constraints, the aggregate supply must be limited and the proportion of generalists must be 
substantially increased. 

The aggregate supply and specialty mix of physicians currently produced in the U.S. medical 
education system are a direct reflection of the financial incentives in the federal programs 
supporting these activities. Specifically, the strong inpatient bias in Medicare’s graduate 
medical education support and Medicare's traditional under-payment for primary care 
services have powerftiUy influenced the rlistribution of the physician workforce towards 
specialization. Ironically, while the market for medical care increasingly demands more 
primary care services, the medical education system continues to produce a surplus of 
physicians narrowly trained in subspecialty fields. Changing the specialty mix of the 
physician workforce wUl require a reversal in the current incentives and establishing a 
meaningful connection between the market for medical care and medical education. 

A July, 1994, report by the Office of Inspector General of the Department of Health and 
Human Services reached the same conclusion as the AAFP. In that report, the Inspector 
General recommended that the "Health Care Financing Administration (HCFA) reevaluate 
Medicare’s current policy of paying GME costs for all physician specialties. In its 
reevaluation, HCFA should consider submitting legislation to reduce or even possibly 
eliminate Medicare’s investment in GME costs for specialties with a surplus of physicians." 
We concur and urge you and your Ways and Means colleagues to include such language in 
the Medicare reform legislation produced by this committee. 

In order to make primary care services available to Medicare beneficiaries, Medicare GME 
funding must support primary care training. Primary care training is based in ambulatory 
care. The AAFP believes any serious Medicare reform proposal should, at a minimum, 
include the following GME changes: 

° an elimination of the penalty that teaching hospitals incur for the time that residents 
spend training in non-hospital owned ambulatory facilities; 

° an extension of eligibility for direct GME payments to non-hospital entities that 
operate approved residency programs; and 

° an up-weighting in direct and indirect GME payments for residents in the primary 
care specialties. 

In addition, the AAFP has veiy strong concerns about the future viability of family medicine 
residency programs if Medicare Indirect Medical Education (IME) funds are reduced by 3 
percent-as pressed by some lawmakers. Current medical education policies favor non- 
generalist training programs at the expense of family medicine, making them more lucrative 
than family medicine. If IME reductions are enacted, we have strong reasons to fear the 
family medicine programs will be targeted for severe cutbacks or even elimination in some 
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hospitals. Further hindering efforts to produce family physicians in this fashion is 
insupportable. 

Simply stated, the savings realized by Medicare beneficiaries treated by family physicians 
and other primary care providers cannot be achieved without substantially more generalist 
physicians in the workforce. These and other recommendations would bring Medicare’s 
training incentives into alignment with mailcet forces to ultimately create savings for the 
program. 

Underserved Booils favmgnls 

By whatever measure you might employ, this nation suffers from a severe shortage of 
primary care physicians, and some geog^^>hic areas are particularly underserved. Since 
1986, the number of federally designated primary care health professions shortage areas has 
increased from 1949 to 2492, and the number of primary care physicians needed to eliminate 
these shortages has grown from 4314 to 4677. 

Since 1989, physicians who treat Medicare patients in HPSAs have been entitled to bonus 
payments equal to 10 percent of the amount Medicare pays for services. In theory, the 
bonus payments act as incentives to attract new physicians to underserved areas and to 
discourage physicians in those areas from leaving. However, as recent reports by the 
Physician Payment Review Commission, the Council on Graduate Medical Education, and 
the HHS Inspector General’s Office confmn, the Medicare bonus payment program is not 
well structui^ for this purpose. 

Almost half of the money distributed by Medicare in the form of bonus payments accrues to 
physicians who provide littie or no primary care. In addition, almost 15 percent of bonus 
payments go to urban, hospital-based subspecialists. 

Congress should modify the Medicare iiKentive payment program to target it more 
effectively to primary care. We support the Inq^ector General’s recommendation that the 
program be changed to provide 20 percent bonuses to physicians providing services in 
HPSAs and eliminate bonuses for specialty services in urban areas. 

Inflexible and CliD ««iiy fna pproDriate Medicare Rules 

Removing anti-primacy care biases from the Medicare fee schedule will make a significant 
contribution toward the savings needed to achieve a balanced budget. Lifting rigid and 
clinically unsound regulations could take us even closer. Medical regulations have a 
disproportionately laiige impact on primary care practices and serve as a strong disincentive 
for medical students to select primary care careers. 

As you know, Medicare is one of the most complicated and confusing programs 
administered by the federal government. Each year, physicians are faced with increased 
layers of requirements and iocoosisteat instnictions. Not only are these regulations 
cumbersome and e^q^eosive, they are often badly conceived from the perspective of patient 
care. Exceptions from Medicare’s rigid rules, even for reasons of medical necessity, are 
hard won, and must la every case be justified with exhaustive, often redundant, 
documentation. The cumulative expense and frustr^on is such that many physicians are 
reluctant to accqK new Medicare patients into their practices. 

The PPRC noted in its 1994 Rqwrt to Congress that increased paperwork was the second 
most frequent complaint roistered by physicians with respect to Che Medicare program. 
Similarly, a 1993 study of family physicians' satisfaction with their practices concluded that 
"The number of physicians considering external regulations and paperwork as problematic 
has increased from a bare m^rity [in 1983] to almost unanimity [in 1993].” According to 
this study, regulations by government agencies and the amount of paperwork involved in 
medical practice are now felt to be moderate to large problems by 90 percent of practicing 
family physicians. It is telling that a survey done by the Academy found that family 
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physicians spend an average of 20 percent of woilting hours attending meetings or doing 
administrative tasks often the direct result of federal regulations. This is simply misdirected 
and wrong-physicians are trained to serve people, not push paper. 

fTJA - The Clinical Laboratory Improvement Amendments (CLIA) is a particularly onerous 
and misguided law. CUA was created in response to highly-publicized problems with 
cytology testing in commercial labs, and now regulates the full scope of medical testing, 
including testing done in physician office labs (POLs). The net effect of this statute and its 
implementing regulations has been decreased access to care for Medicate beneficiaries and an 
increased cost of tests. The AAFP urges Congress to exempt physician office labs from 
CLIA. 

The requirements imposed on any physician office that maintains a laboratory for the benefit 
and convenience of patients ate extraordinary. Under CUA, physician office labs which 
perform only simply tests are waived from the law’s proficiency testing requirements. 
However, "waived" labs ate required to pay a $100 fee each year to register their waived 
status with the federal government. Physicians have never understood why a waived lab 
doing waived tests and therefore exempted from lab testing requirements must register with 
HCFA. 

CLIA certification and documentation requirements for non-waived physician office 
laboratories are even mote formidable. For example, as a matter of sound medical practice, 
physicians always record patient tests and results in the medical recoid. However, CUA 
requires physicians to maintain a separate office record in which all laboratory tests and 
associated information are to be logged in chronological order. Such a requirement may be 
necessary in a centralized lab that has no other record of the patient, but for the physician’s 
office, it simply represents extra, duplicative paperwork with no practical or clinicM utility. 

In a 1992 fiscal impact study of CUA, Levine Associates estimated the administrative costs 
of recording data, maintaining files, producing manuals, hiring additional personnel to handle 
additional administrative tasks, time of existing personnel, and so forth and so on, to 
approach 25 percent of the total costs of CUA implementation. These kinds of requirements 
render physician office lab financially non-viable, resulting in closure of such labs. 

As a direct result of CUA regulations, a 1993 family practice survey found that a large 
number of family physicians no longer provide the level of in-office testing they believe is 
necessary to serve their patient pt^lations. The number one reason cited was "too much 
government red tape. " Instead, many physicians now send their Medicare patients across 
town (or out of small rural towns) to large hospital or commercial labs for any testing, at a 
substantial increase in cost and inconvenience to the beneficiary. 

Physicians are particularly bitter about CUA. The reason is that there is not a shred of 
evidence that CUA improves the quality or safety of laboratory services in physician offices. 

Laboratory service payments - Medical necessity documentation for laboratory services is 
another area where Medicare could realize substantial savings by lifting much of the 
regulatory burden. HCFA is currently considering a new requirement for physicians to 
supply documentation of medical necessity when ordering more than 12 automated lab tests. 
As the AAFP stated in its comments on this proposed requirement, it is a misguided 
approach to a recent fraud case of labs billing for more tests than the physicians ordered. As 
you may know, HCFA claims Medicare could save $60 million by implementing medical 
necessity documentation requirements for laboratory services. However, we believe that the 
administrative costs associated with the change are likely to far exceed the costs of any 
unnecessary testing. It is clear to us that HCFA’s proposed "solution" is to penalize 
physicians rather than the few labs who were the real culprits. 

Automated lab tests are frequently conducted in panels or packages in which several tests are 
performed concurrently. It is cheaper and more efficient to order a multi-panel test than to 
order individual tests a la carte. 
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Some time ago, several reference labs were accused of billing for tests that were not ordered. 
There were instances when a physician ordered a panel of tests, and the lab unbundled the 
services, submitting the charges to HCFA as many different tests. 

The Practicing Physicians’ Advisory Council (PPAC) explored this problem and 
recommended that HCFA establish panels that would be uniform for HCFA, uniform for the 
doctors ordering the tests, and uniform for the laboratories billing for them. This 
recommendation would have addressed the pn^iem in a relatively straightforward manner. 

However, under the new rules, physicians and laboratories must document the "medical 
necessity" of each lab test ordered. This requirement will Impose massive new record- 
keeping requirements on the physician community. It is also unreasonable from the 
perspective of clinical medicine. Laboratory teeing is often a tool to provide a missing piece 
of the medical puzzle. Our patients do not always arrive on our doorsteps with a known 
diagnosis. A patient does not usually come into an office and say, "Doctor, test me because 
1 have lymphoma.” But, she might complain of fatigue. How is the physician to prove 
medical necessity when ordering tests on a patient who says she's tired? Moreover, patients 
often have multiple disease processes occurring simultaneously or are borderline for one or 
more diseases. It is simply ml appropriate for the Medicare program and its carriers to 
second-guess a physician’s professional judgement. If physicians are required to reduce the 
number of tests ordered, or confine the tests Ordered to a specific disease process, the 
opportunity for early detecdon will be diminished. 

As with CLIA and so many other standards in the Medicare program, these regulations were 
inspired by isolated, outlier problems and subsequently expanded by into massive, costly 
burdens that punish the entire medical community. The waste, cost shifting, and lost patient 
time resulting from these burdensome regulations should be reined in to create savings in 
Medicare and for beneficiaries. 

Medicare and Malpractice 

Medical liability should also be included as part of comprehensive Medicare reform, for it is 
one of the more pressing health care problems confronting physicians today. The 
malpractice crisis contributes significantly to cost and quality problems that plague our health 
care system. Malpractice also figures directly into Medicare expenditures as a factor in 
determining physician payments under the fee schedule. In a recent survey of our 
membership, members ranked meaningful malpractice reform as their number one legislative 
priority. 


The Academy supports federal tort reforms including: 

a $250,000 limit on non-economic damages; 

° reducing awards by the amount of compensation from collateral sources; 

allowing periodic payment of awards of $100,000; 

° limiting attorneys’ contingency fees; 

° replacing joint and several liability with proportionate liability among the 
defendants in a case ; 
a modified statute of limitations; 

° mandatory and binding alternative di^te resolution (AD) systems; 
o requiring an expert affidavit signed by a specialist who practices in the same 
medical specialty as Che defendant; and 
° the use of approved clinical guidelines as an affirmative defense. 

Conclusion 


Improving the Medicare fee schedule, reforming Medicare GM£ support, retargeting 
underserved bonus payments, easing regulatory burdens and paperwork, and imposing 
rationality and limits on the medical liability system, perfecting the Medicare risk contract 
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program may not, at first glance, seem to be comprehensive Medicare refonns or obvious 
paths towards federal deficit reduction. But, taken separately or jointly, each of these 
recommendations will enhance the availability of primary care, and enhancing the availability 
of primary care is the only factor that has been shown to produce savings in the Medicare 
program. We urge you and your Ways and Means colleagues to give these programmatic 
changes equal consideration with spending reductions. Alx)ve all else, we urge you to 
consider Medicare reform through the prism of a rapidly changing medical marketplace and 
populace-an environment that requires greater support for primary care training and 
services. 

Thank you for your consideration of our views. The Academy would be delighted to work 
with yoi' on any of these issues. 
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StafemeDt of the 

Amcricao Academy of Ophthalmology 
for the 

House Ways and Means Committee 
Health Subcommittee 
hearing on 

Medicare Reform and Innovation 


Mr. Chairman and members of the Committee: 

My name is Allan Jensen. I am an ophthalmologist in private practice in Baltimore, Maryland 
and the Secretary for Federal Affairs for the American Academy of Ophthalmology. 

Ophthalmologists are physicians who provide primary and comprehensive medical and surgical 
eye care. The Academy is made up on nearly 20,000 ophthalmologists — over 90-percent of the 
ophthalmologists in the United Stales. 

My statement will focus on trends in Medicare spending reductions, proposals creating so-called 
"centers of excellence" and the need for significant reform of the Medicare program. I am 
pleased to have the opportunity to present this on the Academy's behalf. 

The American Academy of Ophthalmology believes that all Americans should have access to 
quality health care including appropriate and affordable eye care. We believe that an appropriate 
level of eye care is necessary in order to promote general well-being, independent daily 
functioning, enhanced quality of life and meaningful economic productivity. 

As we grow older, our bodies undergo significant changes. The visual system is no exception. 
Many disorders of the eye are associated with the aging process. In fact, its is not uncommon for 
Americans age 65 and older to experience significant vision problems. Consequently, 
ophthalmologists and our patients have a strong interest in maintaining the strength and integrity 
of the Medicare program — the nation's most important provider of health care services for older 
Americans. 


MEDICARE TRENDS 

The Academy is concerned about reports suggesting Congress is considering cutting the 
Medicare program by $20-$40 billion over the next five years. 

Regrettably, the Medicare [nogram is, historically, one of the first programs to be targeted when 
Congress seeks bui^etaiy savings. Since as far back as the Reconciliation Act of 1 986 and 
including the budget acts of 1987, 1989, 1990 and roost recently 1993, the physicians who treat 
Medicare patients — the nation's oldest and most ill — have had reductions in their 
reimbursements. 

To date, these reductions have not had a significant effect upon the accessibility or quality of 
Medicare services. The concero remains, hoM^ver, that if arbitrary budget goals continue to 
drive payment policies, the level of care provided under Medicare may eventually erode. We 
urge Congress to be mindful of this trend and its implication for the well-being of the nation's 
senior citizens. 
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"CENTERS OF EXCELLENCE" 

Along with the Medicare reductions, the Academy is concerned about the creation of HCFA- 
administered schemes to achieve additional budgetary savings. To date, many of these schemes 
have been thwarted by Congress. The Academy is concerned about one proposal, in particular, 
the so-called "centers of excellence." 

Under the typical "centers of excellence" proposal, the Federal government would centralize with 
a select group of urban providers and their facilities much of the cataract surgery, coronary artery 
bypass graft (CABG) and other selected surgical procedures performed in an area. The Federal 
government would make "rebate" payments to the "center's” patients as a means of drawing the 
patients into the facility and creating high- volume for the selected providers. 

The Academy strongly supports patient access to providers and facilities of superior quality such 
as academic medical centers, leaching hospitals and other similar facilities. The "centers of 
excellence" should not be confused with such facilities. The "centers" result from the Federal 
government intervening in the health care market place in an effort to secure additional budget 
savings. Instead of ensuring patient access to high quality care, these "centers" represent a threat 
to quality care, market-based competition, and rural health care. 

The Academy strongly opposes the concept of "centers of excellence." 

Quality Problems 

Despite being called "centers of excellence," the proposal typically includes no mention of 
quality standards or standards for "excellence." The "centers" are selected on the basis of cost - 
through a competitive low-bidder process - not on the basis of quality. Patients could be misled 
into believing that their surgical outcomes would be improved because their surgery took place in 
a marketed "center of excellence" instead of in a community-based facility. 

In truth, "excellence" is already widespread in procedures such as cataract surgery. The Agency 
for Health Care Policy and Research (AHCPR), an arm of the Department of Health and Human 
Services, has determined that the success rate for the procedure is 95-percent. It is highly 
unlikely that centralization in low-bidder facilities with no quality oversight would improve on 
this success. 

Today’s community-based ophthalmologists follow their patients over the patient's lifetime. 
These ophUtalmologists are aware of the patient’s medical history and are aware of conditions 
such as diabetes and other systemic problems. This knowledge allows the physician to make 
appropriate clinical decisions that ensure quality patient care. 

The government's intrusion in the health care market place will splinter this long-term physician- 
patient relationship. As a result of misleading marketing as a provider of "excellence," patients 
will be drawn out of their long-term relationship at a lime when appropriate clinical decision- 
making is most critical — when surgery is necessary. The quality of care will suffer needlessly as 
a result of this disruption. 


Typically, the "centers" proposal excludes rural providers from competing to be "centers of 
excellence." The language setting up the "centers" specifies that in order to be a designated 
facility, the "center" must be in an urban area as defined by the Social Security Act. As a result 
of this language, rural providers, regardless of the quality of care they provide, are excluded from 
even competing for the designation. 

Moreover, by locating these "centers" only in urban areas, the Federal government would create 
access problems for patients in rural and other underserved areas. Through the marketing of a 
facility as a "center of excellence" and the Federal government’s "rebate" payment, patients 
would be encouraged and, in effect, paid to leave their community-based providers in rural and 
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underserved areas and travel to an urban "center" for care. This exodus of patients from 
providers in rural and underserved areas could force many providers to relocate in order to 
maintain their practices. Patients remaining in the underserved areas could be left with limited 
access to providers. 

Necessity of Care Problems 

The "centers of excellence" could result in signiflcant necessity of care problems. 

The community-based ophthalmologists, providing comprehensive eye care over the long-term 
have assessed the patient's visual functions and understand the patient's visual needs, i.e., the 
patient may read extensively or drive a truck for a living. With this knowledge, the physician 
can work with the patient to decide if surgery is necessary. Surgery is offered as an alternative 
only when it is in the patient's best interest. Tliere is little incentive to perform a procedure 
prematurely. 

By contrast, the providers at the "centers of excellence" do not have long-term relationships with 
their patients. The "centers" can succeed only if their low-bidder fee is offset by an increase in 
surgical procedures performed. In effect, this requirement for volume creates a government- 
endorsed incentive to perform surgery. 

The threat of inappropriate care is further exacerbated by the rebate payment provided to patients 
who undergo surgery in the "centers." The Academy questions whether the Federal government 
should be paying individuals to receive surgical care. 


Ethical Probiems 

Through the "centers", the Federal government would make a "rebate" payment to the patients 
who received care at the facility. It is our understanding that the purpose of the payment is to 
entice additional patients to receive care from the Federally selected providers and their facilities. 
Currently, such "rebate" payments or "kickbacks" are illegal under the Medicare program 
because the government feels they may induce unnecessary care. We urge Congress to consider 
the implications of allowing patients to be paid to use government-endorsed providers. 


REFORM OF MEDICARE 

The Academy is very concerned about discussions in Congress regarding significant reductions 
to the Medicare programs. We are equally concerned about schemes such as the "centers of 
excellence" whose proposed existence is veiled in quality terms, yet, in truth, is only another 
attempt at reducing Medicare spending. 

The issue Congress must address is what approach should be pursued to ensure that the Medicare 
program is able to respond to the needs of current and future beneficiaries. While there are many 
approaches which can be taken, history should tell us that there is one which has proven to be 
ineffective — reducing Medicare spending through physician payment cuts. Despite recurring 
physician payment cuts. Congress still finds itself wrestling with the Medicare program. It 
should be clear that the continued targeting of physician payments will not cure the fundamental 
problems which ail the Medicare program. In fact, it has been argued that just the opposite may 
occur. The Physician Payment Review Commission (PPRC) has expressed concerns about 
targeting physician payments. The PPRC stated the following in its Annual Report to Congress 
1994 : 


Although the growing disparity between Medicare and private payment rates has 
not yet caused measurable reductions in access, further divergence in those rates 
would increase the risk of adverse cff«;ts on access. The Congress should be 
cautious about policies that will further widen the gap through additional 
constraints on Medicare payment rates. 
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The Academy urges Congress to look beyond physician payments and examine the Medicare 
program in its entirety. Already, some members of the Senate and this body have proposed 
innovative changes to the structure and function of the program. Similarly, the American 
Medical Association has made some recommendation regarding a "transformation" of Medicare. 
We encourage Congress to vigorously examine these proposals. These recommendations may 
represent an important first step toward ensuring a viable Medicare program. 

Thank you for your attention to these issues. We appreciate this opportunity to comment on the 
Medicare program. 
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STATEMENT OF THE AMERICAN ASSOCIATION FOR RESPIRATORY CARE 


The American Association for Respiraloiy Care (AARC), a 37,000 member professional 
association of respiratory care practkkMia^ welcomes the opportunity to submit written 
testimony on the House and Means Cmnminee’s Fdhruary 6, 1995 hearing on 
'‘Controlling Costs and Improvir^ Care of the Medicwe Pro^am". 

Re^iratory care is an allied heakh specialty performed under medical direction for the 
assessment, treatment, management, dia^ostic evaluation, and care of patients whh 
de6ciencies, abnormalities, and diseases of the cardiopulmonary system Respiratory care 
practitioners care for patients rmgbig from the premature in&nt whose hings are 
underdeveloped to the dderiy pmieat whose hmgs are diseased. Individuals who suffer 
from sudi diseaises as emphysana, bronefaBis and hmg cancer; duldren who suffer from 
a sfhma or are affliaed with cystic frbrosis; and padeiUs of aS ages who require the use of a 
ventilator to breatfae-~all often cared for by the le^iritory care praemtoner. 

The AARC shares the Congress' concern at foe increasing costs of the Medicare program. 
We believe that, unless fimdamenul changes are made to the Medicare program, the cost 
escalation wiD contmtu until foe e ntire system reaches crisis proportions. We believe, 
however, that an in-depfo analysis as to the underlyhig causes of the increases must be 
made prior to tmplemeiilBg chnges that mi^t mappropriately cunad foe use of aheroate 
care rite services as provided by nursaag homes, rehalnhlation facilities, and home health 
care entities. The demogrqiliics of foe dklerly population, the advances in medicine and 
technology, and foe increasing finanrial pressures fiom institutions to discharge patients 
into other less costly care skes n«a be considered when detennining the causes of foe 
increases in foe use of altonate care services. 

As advocates of foe re^iratory care conmimity, foe AARC and its meofoers are acutely 
aware of foe medical and oHnicil advances in foe provision of re^iratory care medicine, 
which now permits foe pufanaiiary-restricted patient ofoer pathways to receive the 
necessary evaluation care and tr e a tment of foeir ilinesses and diseases. For example, 
outpatient pulmonary rdufoilitation has given many chronic hmg diseased patients foe 
ability to continue to lead productive lives at home. Pulmonary rehabilitation programs 
have greatly reduced hospital afomsskms, readmissions, and emergency room visits for 
asthmatics. 

As another example, vcntilatiM'-dependent patients who, twenty years ago, may never have 
survived or, at very bes^ be left totally ho^itafizsd cm be cared for in a less acute care 
she such as a nunmg home or even ia foe home. Many of these patients can be fully or 
partially weaned from the veifolator and lead productive fives provided they have access to 
re^iratojy therapy. F ur ther luo re, foe cost-effectiveness of respiratory therapy in the 
ahemate care she has been de iuni i rt ra ted forou^ study afi^ stedy. Attachment No. I 
provides a summary of this cost BfoimatioiL If these patients wdio medicaSy must have 
respiratory ther^y services can fold the services provided in a less expensive care she, 
then hosphal care can be ontailed and costs reduced. 

A 1993 Perspective ftymeat Amessment Commission report states foe foDowing (page 
120 ): 

"Taking one MIG, No. 483, trachcoMmy, the most costly DRG which 

is most often performed to rappfy ^^tilator support, cost the 

Medicare program S2jS bilion per year or S7b,52Z per patienL" 

If onl> a small percentage of these patients were to be transferred to a less-intensive core 
site, su(^ as the nursing bmne, then cost savmgs to the Medicare program would be 
sigziificanUy reduced. Ihifortnately, many of these patients are unabte to be di«foaig»i to 
the nursmg home because of mndated Medicare that were to^lmrated well ov^ 
twenty years ago when few respiratory- im p air ed patients left the hosphal 

For foe last two decades, the Medicare program has strictly interpreted a regulation that 
pennhs only respiratory fooipists employed m a hosphal, with which there is a transfer 
agreement in place, to provide MedicaTe-covaed extended care respiratory therapy 
services in foe oursaig home. Tire restneted nature of the rule ti^ foe hands of a nuising 
hotire focithy hi hs a^&y to asA out iBhv qualified respiratory therapy practitioners. 
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Evoi re^iratoiy care practitioners could be employed directly within the nursing 
home would be considered unreimbursable under the Medicare program. 

This antiquated niling nma be Ufled for several reasons. Nursmg homes are unable to 
avail themselves of the coiq)etitive market place by having the ability to negotiate the best 
price for professional re^iratoiy care service. The transfer hospital provides the only 
avenue from which nursing homes may find Medicare-covered respiratory therapy 
services. Skilled nursing ftcflides (SNFs) wishing to hire a re^iraiory therapist directly or 
under arrangements will find their services unreimbursable. With no competitive market 
place from which to negotiate the best and lowest cost of the RCP services, the Medicare 
program may be reimbursing at an inappropriately high cost for these services. 

Secondly, some nursing homes may be geographically located a great distance away from 
the transfer ho^ital, and re^iratory care personnel may be unavailable to travel the 
distances necessary to make the required visits (this is particularly true in rural areas). 
Under these circumstances, pulmonary patients may smq)}y be readmitted to the ho^ital 
for lack of access to the appropriate care. Another consideration is that physicians are 
reluctant to discharge their re^iratory patients into a facility if the necessary re^iratory 
care is not provided or covered in the nursmg home by qualified re^iratory personnel; 
thus requiring the patient to remain in the costfy ho^hal setting. 

We would urge Congress to lift the restrictive hospital transfer agreement requirement and 
permit skilled niu'CTg facilities to find the most appropriate and cost-effective way to 
provide medicalty-appropriate and prescribed respiratory care services to the Medicare 
nursing home patient We would also request that, as Congress scrutinizes the Medicare 
home health benefit and Medicare-covered rehabUhation services, they bear in mind that 
respiratory care provided in these settings are cost-effective ahematives to hospital care. 
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COST-EFFECnVENESS OF RESPUtATORV CARE 


Increased Need far Respiratory Cart Outside of the Acute Care Hospital 

Rdpintoiy ore is an health gpcdsRy performed under medical direccton for 
the as scssm c i it. trermneat, managesienl, diapiosdc evahiatum, and care of patients wHb 
defidecdo. ahncHnaBaltfies, ami diseases of foe cardk^uimonary ^stem. f^piratOTy care 
practidtmers care for ptfienls ranging from foe premature infont whose lungs are 
underdeveloped to the dderiy patkat whose hmgs are diseased Individuals who suffer 
from such diseases as emphysema, bronchitis and hmg cancer; chUdren who suffer from 
asthma or are afBicted with cystic ffliroas; and patients of all ages who require foe use of a 
ventilator to breafoe^foey are all ofren cared for by the respiratory care practitioaer. 

Hmne care services have proven to be an integral pan of the health care delivery 
system and a cost-effective ahemative to e}q)ensive acute care hospital stays. The aging 
population, foe spread of AIDS and tub<^culosis, foe increasing incidence of asthma, and 
advances in tnMirjil technology iDowing technology-dependent patients to lead more 
productive lives outside foe hospital, wiD increase foe need for the services of trained and 
educated respiratory care practitioDers Re^iratory padents will continue to be 
discharged from foe faospM sbH requiring care, thereby increasing foe demand for 
re^iratory care services in ahemate shes. 

Overall, govemment health care polk^ has not kq>t pace with the advancemrat of 
medical technology and procedures. In particular, this has been the case for re^iratoiy 
care services. When foe Medicare/Medicaid pro^am was first developed, respiratory care 
was folly recognixed as a viable coiiq>onent of hospital services. Coverage and 
reimbursement for this service in foe hospital have never been in question. However, 
Medicare/Medicaid policy has barely advanced in the past 23 years for respiratory care 
services rendered otOside acute care settings. The scope of respiratory care services has 
developed significantly beyond foe hospital setung. Where re^iratoty patients were once 
confined to a hospital bedL the same patients may now be cared for in a skilled nursmg 
facility or in foe patient's own borne. It is foe respiratory care community’s 
recommendation that Congress recognize foe role that respiratory care plays in the 
provision of cost-effective health care in ahemate sites. 

Respiratwy Rehabilitation: A Cost’-Effective Alternative 

The purpose of rfoabUiutioii is to ameliorate physical and cognitive in^ainnents 
resuhiog from iQness or injury, and to restore or improve fiinctional ability so that 
individuals can return to work and lead mdependent and fulfilling lives. Pulmonary 
rehabilhatioD is designed to or reverse foe effects of pulmonary diseases, such as 

emphysema, brmichitis, or chronic obstructive pulmonary disease (COPD) (i.e. those 
suffering from a degenerative disease of foe hmgs). One federal program, the Black Lung 
Program, haSs since 1978, recogiized foe importance of structured outpatient pulmonary 
rebabilhatioD programs. The Coal Mine Procedure Manual states: 

"Further, DCMWC (Divisioa of Coal Mine Workers Comp en Ration) 
believes that prc^eily adnmustered pulmonary rehabilitation will reduce the 
need for future medical treatmoit, which w^uld eventually prove more 
costly to foe program.” 

Respiratory Care Saves Money 

The scientific evideoce on foe cost-effe^ivesess and efficacy of providing 
re^iratoiy care in ahemate care stes continues to grow. The studies documenting cost- 
effectiveness of resqtiritoiy care have varied m mefoodology, scope, and time frame. The 
conclusion, however, is stin foe same: respiratory care saves money. 

• A 1991 i...ewBi/lCF economic anafysis focused on foe effect of the availability of 
hoQ» medical equipment services on the cost of care for patients in three sq>arate 
diagnostic cat^ories. One of foe categories studied was patients differing from 
COPD. Lewin/ICF detennioed that $520 per patient per episode would be saved if 
a COPD patient was to receive care m the home rather than in the hospital. With 
an estimated patient population of 93,000 COPD patients per year, savings to the 
health care system amount to over $48 nnBinn per year . 
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• A recent Galhip survey studied the cost of providing hoq)iUl care to chronic 
voitiUtor patients. The survey estimates that there are over 11,500 chronic 
ventilator patients currently in U.S. hospitals costing an estimated S789 per patient 
per day. This tptalg nver ^0 Tmlh op a dav! Once a padal is medically able to be 
discharged, h takes an average of 35 days to place a chronic ventilator-dependent 
patiat in an ahemadve care site such as the home or skilled nursing &cility. That 
translates to an excess of S27.000 net paben t in umecessarv hospital costs . 
Outdated reind)ursement policies, wiuch Hmit patients' access to re^iratory care 
services outade the faoqiital, contribute to discharge delays and their subsequent 
excess coa. 

• In the earty 1980s, the Department of Health, Education and Welfiu'e (HEW) 
^onsored a study that tracked 775 COPD patients, who received home respiratory 
services from a qualified re^iratory therapist. The results of the study shows that 
ho^hal re-admissions for these paticDts were reduced from 1.28 per year to .55 
per year. Furthermore, for those patieats who were re-admitted to the hospital, 
the length of stay was decreased from 18.2 days to 5.7 days. The savings 
estimated for these 775 patieots totaled $1, (^7,250 (1980 dollars). 

• A 1982 conference headed by former Surgeon General C. Everett Koop on home 
care ahematives resuhed in the initiation of three pilot home care stupes. One 
pilot program in Maryland provided home care to respirator-dependent children 
and compared ho^ital costs and home care costs. The savings provided by home 
re^iratory care were more than $15,000 per patient per month. Over the 34 
month period of the pilot program, $3. 1 mUhoD in savings were realized due to the 
availability of home care for these children. 

• A 1991 minois-based study on vendlator-dependent infrnts receiving home 
respiratory care versus ho^ital-based care saved the state over $4 million during 
the four-year course of the program. 

• A 1989 consensus conference co-^oosored by the AAKC, the Food and Drug 
Administration (FDA), and the Heidtb Resource Services ^dmmutration (HR5A) 
(attended by representatives from more than 60 national organizations and 
associations) studied the problems associated with the introduction of respiratory 
care equipmat into the home. Practitioners, consumers, and representatives of 
the federal government that recommended that third-party reimbursement poheies 
should aUow home-bound respiratory patioits to receive, vsiien necessary, care 
from respiratory professionals. 

• Aetna Life & Casualty developed an individual Care Management Program for 
patieQts suffering from catastrophic iHness. The foUowing chart summarizes cost- 
effectiveness data for home care for these individuals; 

Cost Per Month of Hospital Care Compared to Home Care, Selected Conditions 


CoodiCioD 

Cost of 
Hospital Care 

Cost of 

Home Care 

Dollar 

Saviogs 

Difference 

Infant born w/breathing & feeding 
proUems 

$60,970 

$20,209 

$40,761 

66.8% 

Respiratory distress/oxygen 
dependency 

$36,000 

$11,500 

$24,500 

68.0% 

Ventilator-dependent children 

$15,742 

$ 9.153 

$ 6.589 

41.9% 

Patient requiring respiratory support 

$24,715 

$ 9.267 

$15,448 

62.5% 

Oxygen-dependent children with 
a tracheostomy 

$12,236 

$ 5.304 

$ 6.932 

56.7% 

AIDS patient care 

$23,190 

$ 2,S20 

$20,370 

87 8% 

Pediatric AIDS 

$70,153 

$16,461 

$53,692 

76 5% 
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Norwalk Hospital in Connecdcm conducted a four year study to evaluate the 
e&cdveness of a hospiul-based home care program for patients with severe 
COPD. A con^reheosive home care service program was provided to 17 
puhwmaiy patients who previously required frequent hoqiitalization. The COPD 
patients paiti^ated in a conpr^ensive respiratory home care program and 
showed agmficant decreases in the following; 

Hospitalizatioo Admissioas 88 pre>program 53 on-program 

Ho^ntal Days 1^181 pre-program 667 on-program 

Emogency Room Visit 105 pre-program 64 on-program 

Costs for hospitatization, emergency room visits, and home care fell from 
$908,031 to $802,999 resultmg in a savings of $105,032 or $328 per patient per 
month over the course of 48 months. 

Several research studies conducted in the past several years have compared 
inpatient care to home care costs for a ^ecific group of patients. The cost savings 
data fr>r these studies is summarized in the chart below. The infonnation has been 
aggregated at a monthly level for purposes of comparison. 

Per Month Per Month Per Month 
Hospital Home Care Dollar 
rmirfiri/ms CoSlS COSIS SavPlgS 

a. Voitilator dependent aduhs $21,570 $ 7,050 $14,520 

b. Oxygen dq>endent children $12,090 $ 5,250 $ 6,810 

(a) Bach, J.R-, Intinola, P., A&a, A-S., & Holland, I.E.. (1992). The 
ventilator-assisted indivuhial; cost analysis of institutionalization vs. rehabilitation 
and in-home management. Chest. tOl (2), 26-30. 

(b) Fields, A.L, Rosenblatt, A, ffoOack, M.M. & Kaufinan, J, (1991). Home 
care cost-effisctiveness for respiratory technology-dependent children. American 
Joumaiof Diseases of Children, /45, 729-733. 
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STATEMENT OF 

AMERICAN ASSOCIATION OF COLLEGES OF NURSING 
AMERICAN ASSOCIATION OF NURSE ANESTHETISTS 
AMERICAN ORGANIZATION OF NURSE EXECUTIVES 

The American Association of Colleges of Nursing (AACN), representing 464 
baccalaureate and graduate nursing institutions, the American Association of Nurse 
Anesthetists (AANA), representing 26,000 certified registered nurse anesthetists, and the 
American Organization of Nurse Executives, representing 6,000 practice executives, urge 
that Medicare Graduate Medical Education (GME) funds presently going mostly to 
undergraduate nursing education be redirected for graduate nurse education. This 
innovation would provide a stable. on*going rev^ue source to expand the production of 
advanced practice nurses (APNs), a vital resource for meeting future Medicare population 
needs. A graduate nurse education (ONE) program is one that educates nurse 
practitioners, nurse midwives, nurse anesthetists, or clinical nurse specialists. These APNs 
are prepared as expert clinicians to deliver primary care and services supportive to primary 
care They also manage chronic medical conditions and other concerns typical of 
Medicare beneficiaries GNE programs are post • baccalaureate, advanced practice nursing 
programs accredited by a national accrediting body and linked by a written agreement to 
an academic institution that is accredited by a national, state and/or regional accrediting 
body, and award a graduate degree. 

In order to educate adequate numbers of skilled APNs who provide high quality and cost- 
effective services to Medicare recipients and othm, there must be a reliable revenue 
stream that is not subject to the uncertainties of the annual appropriations process. 
Medicare uses GME monies for support of provider operated nursing and allied health 
programs. AACN urges that these nursing education GME monies be redirected to 
educate APNs. 

We suggest the following Medicare changes regarding support for professional education 
at Medicare facilities: 

I Changing eligibility to include jointly operated programs 

Medicare reimburses hospitals for a portion of the costs of eligible hospital-owned or 
operated nurse education programs In fiscal 1991, hospital operated undergraduate 
programs received SI 74 million in GME. according to Health Care Financing 
Administration data. Since the inception of Medicare, nursing education has shifted almost 
entirely to community colleges, senior colleges, and universities. Most APNs represent 
categories of providers not in existence when Medicare educational payment policies were 
designed, educational cost of these new providers are, with one exception (nurse 
anesthetists), not covered by Medicare. Consequently, eligibility requirements should 
be changed to those **jomtly-operated” (provider-academic) programs incurring 
costs for support of APN education. Providers eligible to receive reimbursement would 
have to meet all of the following criteria: must be eligible to receive Medicare Part A, 
incur clinical costs for the support of graduate nurse education programs, and have a 
written contractual agreement with the program's academic institution Cost allocations 
for determination of Medicare's share of reimbursement would include student stipends, 
costs of nursing clinical faculty and supervision at the clinical site, and program expenses, 
all limited to that portion of the education taking place at the Medicare provider facility. 
Determination of the specific cost of education would be based on an appropriate ratio of 
faculty to students, and faculty and supervisory salaries. In part, that agreement will 
require the provider to issue both a voucher for clinical education costs and a clinical 
stipend to the APN student. 

2. Clarifying of “provider” definition to include out - patient facilities. 

Medicare defines “provider” as “hospitals, skilled nursing facilities, home health agencies, 
and other facilities.” With health care delivery evolving beyond acute care to community 
based sites, ambulatory care facilities as well as tertiary care sites, should be reimbursed 
for costs incurred for clinical training of APNs. It is critical to support these settings, 
because students must be exposed to a variety of places where people are getting care. 
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The Medicare denoition of ‘*other facilities** should be clarified to include those 
facilities that provide health care to Medicare recipients, with or without links to 
acute care settings, including, but not limited to, nurse managed centers, 
ambulatory care facilities, health maintenance organizations, and public health 
departments. A broad definition of eli^bie training facilities is necessary to facilitate 
clinical training of the largest number of AFNs in those sites that have the greatest need 
for these practitioners. 

Most nursing programs pay their own clinical training faculty or make arrangements with 
preceptors at clinical sites to provide clinical training at patient care sites outside the 
schools’ academic facilities. The cost of faculty at the clinical site and cost of 
preceptorships for advanced nursing students, however, are part of the cost of providing 
patient care because patients receive the benefit of the care delivered by graduate students 
and their faculty. 

Under this proposal, all entities that incur clinictd costs for support of APN education 
would have access to GNE funding for the portion of the cost attributable to the Medicare 
patient population. GNE funding would allow the allocation of resources for added clinical 
faculty to expand the number of APNs in training. APNs are precisely the type of health 
professional the Medicare populations will need for primary care, management of chronic 
medical conditions affecting older people, and patient education to help this population 
avoid injury and expensive hospitalization or nursing home care This would help eliminate 
the waiting lists which all graduate nursing programs are experiencing. Support of 
preceptors in (he clinical sites would allow them to provide teaching and direct clinical 
supervision to the APN students as a planned component of their job responsibilities, 
rather than as an additional responsibility to their current workload. GNE support would 
also provide incentive to the practice sites to agree to take on students for clinical training 

Due to limited resources in many of these settings where patients are receiving care, most 
can only take on one or two APN students at any one time This forces programs of 
nursing to contract with numerous sites in order to provide clinical training for students. 
Reimbursement to clinical sites for clinical faculty would allow the concentration of 
groups of APN students, providing economies of scale and improving efficiency of the 
training process In addition, reimbursing clinical sites for training APN students 
recognizes the value of their services to patient care. With the number of specialty 
resident physicians likely to be reduced, these APNs will be delivering many of the 
services formerly performed by residen* phy^cians, as well as nursing care. Acute care 
nurse practitioners who have graduated fi-om programs such as these, are already 
assuming roles in a number of clinical sites. 


The APN can be a >ntal component in increa^ng access to quality health care services for 
Medicare patients in a rapidly changing health care environment. Presently, costs of 
preparing the APN are borne almost entirely by programs of nursing and the students 
themselves, each with very limited resources. The Nurse Education Act (T. VIII of the 
Public Health Service Act), among other things, provides modest support (FY 95 = $45 
million) for the didactic (non-clinica!) part of the APN programs, but would not be 
redundant to the GME support 

At present. Medicare reimbursement for nur^ng education programs is limited by the 
“provider - operated rule,” which directs most of the funding to diploma programs that 
produce entry level nurses. There are data indicating that the number of entry level nurses 
is adequate. There is a large gap, however, in the supply of advanced practice nurses. 
There have been five demonstration projects ftmded by Medicare to educate various types 
of advanced practice nurses. These projects ended in July 1 994 and a report on the 
demonstration projects will be sent to Congress this summer. These projects show that 
Medicare dollars increased (he recruitment and retention of advanced practice nurses at 
the facilities running the programs, created a ^lled nursing facility, and improved the 
provision of nursing care. These programs suggest that more Medicare support for 
advanced practice nurses will greatly benefit the Medicare population and could help 
reduce Medicare costs through replacement of more costly professionals. 
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This is the time to shiA funding toward the recognized great need for advanced 
practice nurses. Redirection of the current Medicare monies for nursing education to APN 
education wiU increase the numbers of APNs and will ensure that Medicare patients will 
have the bene6t of their ddUs in the future. Though the redirection of these Rinds for 
support to APN education requires no new Medicare expenditures, it is imperative that 
funding levels should not be reduced for those APN programs currently receiving 
Medicare support . Redirection of funds would focus Medicare support on the preparation 
of the nurse in great demand by the Medicare beneficiary population, and help meet the 
needs of the changing health care workforce. 

In order to quickly expand the numbers of these expert nurse clinicians, we need your 
help. We ask for your support. 


GMEGNE.WM 
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American Association of PPOs 


February 16, 1995 

The Honorable Bill Thomas 
Chairman 

Subcommittee on Health 
Committee on Ways and Means 
U.S. House of Representatives 
Washington, DC 20515 

Dear Mr. Chairman: 

The American Association of Preferred Provider Organization (AAPPO) appreciates the 
opportunity to comment on the issue of Medicare reform and innovation, the subject of your 
February 10 hearing. We respectfully request that this letter be made part of the official 
hearing record, as provided for in your January 30 announcement. 

As you know, managed care plans have become the norm in the private sector Sponsors of 
both commercially-insured and self-insured health plans increasingly offer managed care 
options to their employees, a trend driven by employee preference as well as cost savings 
The Medicare program, in its continuing reliance on a fee-for-service model, is out of step 
with the rest of the health care market. Medicare beneficiaries, like the privately-insured 
population, should have a choice among plan options- In many cases, they may prefer a plan 
that involves less paperwork and ensures that care is coordinated among physicians and other 
providers. 

Recent testimony by the Congressional Budget Office reflects AAPPO members' experience: 
managed care plans can achieve significant cost-containment success. We strongly urge you 
to incorporate this success in Medicare through increased use of managed care. PPOs deserve 
particular attention in that they already have a proven record of reducing expenses without 
restricting patient choice. Since much of the opposition to managed care in Medicare stems 
from fear of being coerced into consulting only specified providers, serious consideration 
should be given to a model that can address this concern without sacrificing either efficiency 
or quality. 

PPOs are network-based managed care organizations created to facilitate a working 
relationship between physicians, hospitals, and other providers and health care purchasers or 
their administrators. Providers agree to deliver their .services at competitively negotiated rates 
and prices and to comply with utilization management and quality assessment controls. A 
PPO is marketed as a product to employers and employees, as well as directly to insurance 
companies, which In turn market the network to their employer clients. Employees enrolled 
in a PPO plan retain the freedom to select their provider, but are given financial incentives to 
choose to receive care within the managed network. 

PPOs have grown in prevalence and popularity in recent years. The consulting firm 
Hay/Huggins reports that a majority of employers with health insurance plans now- offer a 
PPO option; a significant development in 1994 was the increased incidence of PPOs and other 
managed care models serving as the employer's primary health plan. In other surveys, 
employers report increasing use of managed care networks in their retiree and even in their 
international benefit plans. 

AAPPO supports efforts to e.xlend the Medicare Select program to all 50 state.s. and to make 
it permanent. Medicare Select allows beneficiaries to enroll in private health plans that 
compete to provide low-cost, high-quality care. It oilers a low-commitment, low-threat 
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introduction to managed care for beneficiaries without previous experience, and in time may 
provide a comfortable transition to choosing managed care for basic as well as supplemental 
Medicare benefits. Medicare Select can deliver high quality care at a lower premium cost to 
beneficiaries, and produce savings to the government at the same time. 

Beyond the specifics of Medicare Select, AAPPO would like to work with the Subcommittee 
and the Administration to revise the regulations and payment methodologies that currently 
restrict the use of managed care in Medicare, and to develop a real, workable PPO option for 
Medicare beneficiaries nationwide. Thank you for your attention, and for including our views 
in the hearing record. 


Sincerely 



President & Chief Operating Officer 


cc: Members of the Subcommittee 

Charles N. Kahn 
David Abemethy 
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AMERICAN CHIROPRACTIC ASSOCIATION 



STATEMENT SUBMITTED TO 

THE COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON HEALTH 
U.S. HOUSE OF REPRESENTATIVES 
ON 

"MEDICARE REFORM AND INNOVATION" 

FEBRUARY 10, 1995 


Introduction 


The American Chiropractic Association (ACA) is pleased to submit this statement to the 
subcommittee on the issue of reforming the Medicare system As the world's largest 
chiropractic organization, ACA has long spoken for the profession on a range of issues before 
Congress, and have in fact frequently testified before this subcommittee on issues related to 
Medicare and health care reform. Our over-arching goal in our dialogue with the subcommittee 
and the Congress has always been to advance Americans' freedom to choose the high quality 
health care services lawfully performed by doctors of chiropractic (D.C.s) under the authority 
of State law. It is that same goal which brings us to deliver this statement today. 

We arc pleased that the subcommittee has chosen to explore possible methods to reform 
and improve the Medicare system. We have noted with enthusiasm the statements of Speaker 
Gingrich and others in Congress about the need to offer greater choices to senior citizens in 
Medicare and look forward to being constructively engaged in the process by which those 
choices are expanded. Reforming the system to expand beneficiary choice and increase 
competition among health care providers w|/i surely benefit the system, and advocacy of such 
improvements is an extremely high priority for the ACA. We arc confident that, if given the 
genuine freedom to choose their health care provider. Medicare beneficiaries will freely avail 
themselves of the services of doctors of chiropractic, just as over 18 million regular chiropractic 
patients do ever>' year. 

Unfominately. with the exception of a single narrowly defined service. Medicare 
beneficiaries are denied any real ability to choose a chiropractor As a result, both beneficiaries 
and the program itself have been deprived of the potential health benefits and cost savings that 
full coverage of chiropractic services could produce. The program also forgoes any savings that 
might result from full and open competition between chiropractors and other Medicare providers. 

While we do not suggest that resolving the specific problems related to the chiropractic 
portion of the program will solve all the problems plaguing Medicare, the issues we raise are 
symptomatic of a system needing to reaffirm its commitment to patient freedom of choice. 
Therefore, we hope that the subcommittee, and Congress as a whole, will address the issues that 
we raise within the context of overall Medicare reform. 

Patient Freedom of Choice Guaranteed 

The denial of patient choice that is manifest in Medicare's limited chiropractic benefit 
flies in the face of the "freedom of choice of provider" guarantees established at the inception 
of the Medicare program in 1965. The Social Security Act, which authorizes Medicare, clearly 
states that: 


"Any individual entitled to insurance benefits under 
this title may obtain health services from any 
institution, agency, or person qualified to participate 
in this title if such institution, agency, or person 
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undeilalces to provide him such services.”' 

Unfortunately, as it pertains to the services of D.C.s, limitations on Medicare coverage 
frustrate the freedom of choice goal that is explicit in the statute. Non-coverage of chiropractic 
services establishes an economic barrier which dilutes beiteficiaries’ real freedom to choose and 
negatively governs patients' actions in seekii^ health care services. Any legislative effort to 
improve the current system should, in our view, reassert Medicare's fundamental guarantee of 
a patient's right to select the health care provkfer of their choice, including a chiropractor. 

Medicare's Treatment of Chiropractic Services 

Despite Medicare’s clear promise of ptiient ‘freedom of choice," in 1973 Congress 
approved an extremely limited chiropractic benefit that, for all practical purposes, restricts 
patient access to chiropractors. As many senior members of the subcommittee are aware, 
Medicare does not cover the full range of services that D.C.s are licensed to provide. In fact, 
only a single service performed by a chiropr^tor — man ual manipulation of the spine -- is 
covered. However, due to an overly-narrow con^iuction of the statute by HCFA and its 
predecessor agency, it is difficult for beneficuries to obtain even this extremely limited benefit. 

As currently drafted, the Medicare statute defines doctors of chiropractic as ‘physicians', 
but only for the purposes of "manual manipulation of the spine (to correct a subluxation 
demonstrated by X-ray to exist). This definition defines the parameters of covered 
chiropractic services under the program. As prescribed ufxler the definition. Medicare also 
requires that a diagnostic x-ray be performed prior to initiation of the manual manipulation 
service. However, while the x-ray is mandaiory, if perfonned or ordered by a D.C.. it is not 
deemed to l»e a covered service. This restrictive interpretation of the benefii was rendered over 
twenty years ago and has not been liberalized since.’ 

The practical result of this outdated definition is to deny Medicare beneficiaries any real 
choice of most of the services chiropractors are licensed to perform. It offers them an extremely 
limited benefit that is both insufficient for the delivery of proper care and difficult to obtain. 

These restrictions on Medciare's chiropractic benefit limit paiiem choice in two ways. 
First, with the exception of maiupulaiion of the spine, no services that D.C.s are licensed to 
provide under state law are available to beneficiaries. The vast majority of services that D.C.s 
normally provide simply are not covered. Second, the requirement of a non-covered x-ray 
means (bat chiropractic pactems are either forced to pay for the x-ray themselves - a cost that 
many caiuiot afford ~ or are inconvenienced by having to seek the x-ray service from some type 
of provider other than their D.C. Either way, the non-covered x-ray constitutes an additional 
layer of bureaucracy that discourages beneficiaries’ real choice of provider. 

ACA’s "Chiropractic Patient Freedom of Choice* Proposal 

ACA would urge Congress to lend a measure of common sense to this arcane and 
outdated portion of the program by granting Medicare beneficiaries equitable access to health 
care services provided by doctors of chin^ractic. Therefore, we call for enactment of a 
"chiropraaic patient freedom of dunce provision' that would grant Medicare beneficiaries 
access to any service presently covered under Medicare that chiropractors are licensed to 
perform under state law. 

In recognition of the need to control Medicare costs, our proposal would not add or 
require coverage of a single new service under the program. Rather, it would simply provide 
beneficiaries access to currently covered Medicare services when performed by D.C.s. For 
example, Medicare currently covers diagnostic x-ray services when performed by medical 
radiologists. Under the ACA plan, paoeots would receive coverage for that same service when 


' Section 1 802 of the Social Security Act. 

^ Section 1861(r)(5) of the Social Security Act. 

’ 39 Federal Register . No. 155, August 9. 1974. 
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ftimished by a D.C.. since the performance of x-rays falls within a D.C.’s legal scope of 
practice. Wherever there is overlap between the services Medicare covers and the services 
D.C-S are licensed to perform, beneficiaries would enjoy the ability to obtain care from a 
chiropractor. The proposal would expand bcncficary access to cover services while at the same 
time significantly improving their choice of licensed health care providers. 

The concept embodi^ in this proposal is nothing new. A majority of the states have 
adopted similar "health provider freedom of choice" laws where they have expanded access to 
care and spurred the competition among providers that helps hold down costs. It is time for 
Medicare to "get in step" with the health care innovations taking place in the States by adopting 
a similar patient freedom of choice proposal. 

Cost Benefits of Chiropractic Care 

It has been known for years that D.C.s provide cost effective health care services. By 
granting Medicare enrollees access to these services, the program stands to reap significant 
savings from lower costs of treating many common health care conditions. The majority of the 
care that D.C.s provide involves treatment of ncuromusculoskelta! (NMS) disorders -- over 88% 
according to ACA‘s 1994 Annual Membership Survey. Research shows that chiropractors 
typically treat these conditions much more cost effectively than do other providers. For 
example, a recent study of found that, for treatment of common NMS conditions treated by all 
types of health providers, "chiropractic users tend to have subsiantially lower total health care 
costs."' (emphasis added.) Follow-up research has substantiated these initial findings,* 

These findings should come as no surprise. D.C.s treat patients in a conservative manner 
without the use of expensive drugs of surgery and have historically helped patients avoid the 
expensive hospital setting. 

ACA has shared numerous other studies demonstrating chiropractic cost effectiveness 
with the subcommittee in the past, and would be delighted to do so again at your request. 
However, it is important to emphasize that the cost savings attributable to chiropractic care are 
especially notable in the treatment of low-back pain - a health care condition that will afflict 
most of the population at some time in their lives and for which costs to society range from $20 
to $50 billion a year.*^ 

Independent empirical research indicates that chiropractic is by far one of the best forms 
of care available for low back pain. According to a recent study commissioned by the Ontario 
Ministry of Health, "there is an overwhelming body of evidence indicating that chiropractic 
management of low-back pain is more cost effective than medical management."’ (emphasis 
added.) In fact, the researchers involved in this study were so impressed with the effectiveness 
of chiropractic, that they recommended goveniment policies actively encourage patients with 
low-back pain to visit D.C.s as the first course of treatment 

While these and similar findings have been available for a number of years, one of the 
strongest endorsements for treatment of low-back pain through chiropractic methods has been 
provided by the U.S. Agency for Health Care Policy and Research (AHCPR). In the agency’s 
recently released guideline on (he treatment of low-back pain, spinal manipulation was found to 
be a recommended and effective form of care. While the guideline did not specify a preference 
for any particular provider of spinal manipulation, it is well known that doctors of chiropractic 
are the leading experts in this panicular ireaiment modality. In fact, they are virtually the sole 


' Stano, M, et al., Journal of American Health Policy . Nov. /Dec. 1992, Vol.2. No. 6. 

* Stano. M., Journal of Manipulative and Physiological Therapeutics . Vol.l7, No. 7, 
September 1994. 

* U.S. Department of Health and Human Services. "Acute Low Back Problems in Adults,” 
Clinical Practice Guideline, Number 14. AHCPR IhiblicaiioD No. 95-0642, December 1994. 

’ Manga, P.. et al. The Effectiveness And Cost Effectiveness of Chiropractic Management 
of Low-back Pain . Pran Manga & Associates. Inc., Ottawa, Ontario, August 1993. 



practitioner? of this care, delivering 94% of all tbe spinal manipulation services rendered in this 
country.* 

Undoubtedly, low-back pain is a problem that has a huge impact on the health and quality 
of life of many elderly Americans. In light of all the evidence, including the AHCPR’s new 
clinical guideline, there is more reason than ever to revise Medicare's antiquated and biased 
policies that hinder the elderiy’s ability to obtain health care services from D.C.s. Under ACA's 
"chiropractic patient freedom of choke provision,' Medicare beneficiaries could once and for 
all freely avail themselves of this cost effective form of care. 

Managed Care 

We are aware that much of the debate on Medicare reform thus far has focused on 
expanding the delivery of covered benefits through managed care organizations (MCOs). 
Because our commitment to patient freed<Kn of choice extends to a patient's ability to choose 
types of plans, we believe that health maintenance organizations and other MCOs should remain 
an option for the elderly. However, we feel it is unfair to present beneficiaries with undue dis- 
incentives for electing to remain in the traditional fee-fm^-service portion of the program. Many 
elderly wish to retain the fireed(Kn-of-cboice that is the underpinning of fee-for-service health 
care and financial arrangements should oat discourage them from exercising this option. 
However, if a beneficiary elects to enroll in a Medicare HMO, we believe that Medicare has an 
obligation to fully inform them about what that dioice means, especially as it relates to the 
inability to freely choose one’s health care provider. If beneficiaries wish to accept limited 
provider choice, then that is their right. However, Oiey should not be deluded about the fact that 
they will relinquish their abiliQr to select a health care provider from outside of a narrowly 
drawn list. 

As managed care’s enqrtiasis on co ntaining costs has grown, the ACA and many other 
health care organizations have become increasingly concerned about fundamental issues of 
consumer choke, access and quality. Health care consumers, including Medicare beneficaries. 
expect and deserve a certain minimum level of protection against the managed care industry's 
shortcomings in these areas. The pubik desiro ftM- these protections was especially in evidence 
during last year’s health care reform debate when several health reform bills contained imponant 
provisions designed to address these concerns. 

The ACA's interesi in this area has not abated. As a result, over the last several months, 
we have spearheaded a coalition of health care provider and consumer organizations in 
developing a legislative package designed to inq>rove consumer choice and health care quality 
under managed care seoiogs. Almost conqjlete, the package seeks to improve tbe current system 
by ensuring that health plans have an adequate choke and mix of providers; by establishing 
quality assurance meebanisms; by improving the quality and availability of consumer 
information; and by creatiiig ’due process’ procedures for both providers and consumers. 
Similar provisions received considerable bipartisan support in tbe last Congress and we have 
attempt^ to 'bundle' these concepts into a single legi^ative package that we hope will receive 
serious conskleiatioD diis year. We utiU transmit diis pr(^x>5al, along with a list of supporting 
organizations, to die subco mmi ttee mce it is finalized in tbe near future. 

In our view, these protectkms should be extended to enroUees in all managed care health 
plans, including those carolled in Medicare HMOs. We hope that tbe subcommittee will give 
serious consideration to this package of consumer and providCT friendly provisions as part of any 
effort to encourage further beneficiary enroilment in managed care plans. 

Lastly, before further encouraging the elderly to enroll in managed care, Congress should 
revise the rate settii^ methodology utilized in tbe risk contract program to ensure that cost 
savings are being realized. As the committee is all too aware, current policies under which 


• SbekelJe, PG.. ct al.. The AnoroDriateness of Spinal Manipulation for Low Back Pain: 
Project Ov erview and literati ire Review . RAND Corporation, Santa Monica CA, 1991. 
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Medicare HMOs are paid result in overpayment of between 6 and 28 percent/* This means that 
Medicare is actually losing money by enrolling beneficiaries in managed care plans. It makes 
little sense to encourage the elderly to enroll in these plans if doing so consistently costs the 
program more than if these patients remained in fce-for-scrvice Medicare. Clearly, these 
glitches should be corrected prior to moving more rapidly in this direction. 

Conclusion 

The current chiropractic benefit under Medicare was enacted over twenty years ago and 
reflects an antiquated and Ill-informed view of the role of doctors of chiropractic (D.C.s). It 
is an outdated vestige of an era when patient choice was subordinated to other less lofty 
interests. It is time to discard old policies which serve only to impede beneficiary choices. 
ACA’s "patient freedom of choice" proposal seeks lo expand the beneficiaries' choice -- a goal 
we believe that this subcommittee shares with us. We urge the subcommittee to adopt our 
proposal as part of any Medicare reform it pursues. 


mm 


U.S. General Accounting Office. Medicare: Changes to HMO Rate Setting Method Are 
Needed to Reduce Program Co.sts , September 1994. 
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STATEMENT OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 

TAX DIVISION 


The American Institute of Certified Public Accountants (AICPA) is the national, professional 
organization of CPAs comprised of more than 320,000 members who advise clients on federal, state 
and international tax matters as well as prepare income and other tax returns for millions of 
Americans. Our members provide services to individuals, not-for-profit organizations, small and 
medium-size businesses, as well as America's major businesses, including multi-national 
corporations. Many serve businesses as employees. It is from this base of experience that we offer 
our comments on the tax treatment of health insurance costs of self-employed individuals. 

The decirion in 1994 to postpone consideration of health care reform legislation has resulted, among 
other things, in the toss of a deduction by self-employed individuals for any health insurance premiums 
they have paid in that year. As part of the 1993 Omnibus Budget Reconciliation Act, when a number 
of other "expired provisions" were retroactively re-enacted (targeted jobs tax credit, low-income 
housing credit, employer-provided education and training expenses, etc.) and allowed to remain in 
the law past the end of 1993, the deduction for 25 percent of self-employed insurance premiums was 
terminated at the end of the calendar 1993. The committee reports noted that this provision should 
be considered in conjunction with forthcoming health care reform (as indeed it was, in virtually all 
the health care bills proposed during 1994). 

Since, however, there were no health care changes in 1994, there was also no extension of the 
deduction for self-employed health insurance. This is a highly unfortunate result, and puts a 
significartt penalty on the health costs of those operate as proprietors, partners, or S corporation 
shareholder/employees, vis-a-vis those who arc employees ofC corporations. 

Pending whatever changes are made to health care legislation in the future, we think it critical that 
Congress re-establish the right of self-employed persons to receive even that limited deductibility for 
health insurance costs that they enjoyed before 1994. We do recognize that this provision, on a 
stand-alone basis, is a revenue loser for the government. Nonetheless, there remains a major issue 
of fairness for a significant part of the business community, and we would urge your attention to this 
matter. 

As an organization that values simpler approaches to tax legislation, we would greatly prefer to see 
action taken immediately, before the bulk of 1994 returns have been filed, rather than the added 
complexity of amended 1994 returns and refund claims that even a minor delay will cause. Still, we 
believe the self-employed business person has now - even with the best of congressional intentions 
- been further disadvantaged with respect to the cost of health care, and is entitled to a restoration 
of the deduction for the current year. 

We appreciate your consideration of our views. 
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STATEMENT OF THE AMERICAN REHABILITATION ASSOCIATION 

Mr. Chainnan: 

This statement is submitted on behalf of the American Rehabilitation Association for 
inclusion in the record of your subcommittee's hearing on the growth of cost under Medicare. 

Our association is a national membership organization of rehabilitation facilities providing 
medical, vocational and/or residential services. Our membership includes over 300 rehabilitation 
hospitals and rehabilitation units in general bc^pitals. All of these are providers of inpatient 
rehabilitation services. 

There is a critical need for reform of the current Medicare payment policy for PPS exempt 
rehabilitation hospitals and units. The present system is harmful to patients and providers alike 
and is wasteful for the Medicare program. No one - not HCFA, ProPAC, providers or consumers 
- defends the status quo. We urge reform of this payment system, and that it be thorough and 
immediate. 

Defects of the Present System. 

When the Medicare Prospective Payment System (PPS) was enacted in 1983 rehabilitation 
hospitals and units were excluded because the data used to develop that system did not account 
for cases with longer lengths of stay, including rehabilitation cases. Such facilities continued to 
be paid through cost reimbursement, subject to per-discharge rate-of-increase limits imposed by 
the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA). TEFRA limits were intended 
to be a temporary means of controlling costs pending adoption of a PPS. They are still in place 
12 years later and have produced serious, and unintended, distortions in the delivery of 
rehabilitation services for the following reasons: 

• TEFRA limits do not adjust for change in case mix and/or increased acuity of 
patients. This means that any increase in intensity of services or length of stay is likely 
to cause a hospital or unit to exceed its TEFRA limit. 

- TEFRA limits place pressure on rehabilitation hospitals and units to cut average 
length of stay as a means of reducing per-discharge cost. By treating all rehabilitation 
discharges as having the same value, the system provides a strong incentive to treat short 
stay, less complex cases and avoid more severely disabled patienis. 

- New hospitals and units can establish limits based on contemporary wage levels 
and other costs, thereby achieving much higher limits than older hospitals. Accordingly, 
hospitals in the same service area may have widely differing TEFRA limits and 
reimbursement for similar services. This encourages the development of new providers, 
which are reimbursed at much higher levels, and seriously distorts the positions of 
competitive providers. 

- This system virtually prohibits the development of programs by existing 
providers, because any change in services that increases average length of slay or intensity 
of services will likely result in costs over a TEFRA limit, while encouraging the 
development of new rehabilitation hospitals and units. This adds unnecessary cost while 
eroding the service capacity of established institutions. 

- The administrative process for adjustment of TEFRA limits does not provide 
a remedy because it does not produce timely decisions and does not recognize many 
legitimate costs. 

How is the govemmeni hurt by these effects? First, because new hospitals are paid more, 
the system encourages capital spending. Second, the Medicare program is paying many new 
hospitals and units considerable amounts in incentive payments while not covering cost of service 
to many older facilities. This is a disservice to beneficiaries. Any system that so seriously 
distorts the allocation of payment with no regard for patients needs or services delivered will 
distort quality and availability of services. 
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Data available from HCFA for Medicare reporting years ending l^tween October 1 , 1 992 
and August 3 1 , J 993 contained cost report information for 1 28 rehabilitation hospitals. Of these 
67 were under their limit, 23 were over their limits and 38 had no limits (because they were 
new). Those facilities over their limits had an average cost per day of $562. Those under their 
limits had a cost per day of $559. Thus, presuming cost per day reflects intensity, there is no 
evidence of differing intensity of services. The average TEFRA limits for those with costs over 
their TEFRA limits was $11,122. The average for those under their limits was $1 5,267. 

The diffcrciMJc in f^ymenl between these groups does not reflect a difference in services 
provided, but rather the vagaries of the Medicare system. The picture for reh^iiitation units is 
similar. 


Cost Reimbursement/TEFRA Should be Replaced by a PPS for Rehabilitation. 

ftudenl use of scarce resources and the interests of patients dictate thid tfiis system be 
replaced as soon as possible. Marginal changes in the TEFRA system will not. at least as it 
affects providers of rehabilitation services, eliminate its basic defects. 

It should be replaced with a prospective payment system for PPS exempt rehabilitation 
hospital and rehabilitation unit services that makes payment based on patients' needs for services. 
By doing so Medicare payment will eliminate the bias in the present system against more 
complicated diagnoses (or cases) and treat all providers equally, thus removing (he preferential 
treatment and incentives for new facilities. 

Our association has sponsored research to fashion such a system. A research team at (he 
University of Pennsylvania developed a patient classification system based on Functional Related 
Groups (FRG). This classification system includes age. diagnosis and functional ability on 
admission to rehabilitation. It predicts duration and intensity of rehabilitation services. The 
Health Care Financing Adniinistralion has issued a request for proposals to evaluate this system 
and to design a payment system based on it. We are encouraging and supporting this effort in 
every way possible. 

The first law of governmental action is that research and analysis will expand to fill the 
time available. This is a major concern for us. The best evidence of this reality is the fact that 
In the Omnibus Budget Reconciliation Act of 1990 the Congress directed the Secretary of HHS 
to submit recommendations on reform or replacement ofTEFRA by April 1.1992. Almost three 
years after that (teuUine no such recommendations have been forthcoming. Hence, we believe 
that a statutory deadline for implementation of a PPS for rehabilitation is badly needed to force 
this matter to a conclusion. 

Therefore, wc recommend that any Medicare legislation considered this year include a 
provision setting such a deadline. We suggest that this be for cost reporting periods beginning 
on and after October 1, 1996. 

ModiliailloQ of CnterU for DeHnltion of Rehabilitation Hospitals and Units. 

Rehabilitation hospitals and units must meeting certain criteria established by regulation 
for exclusion from the Medicare ftospcctive Payment System. These are contained in 42 CFR 
412.23. Among Uiesc is a requirement that not less than 75% of a provider's patients be in one 
or more of 10 diagnostic categories. These are: 

* stroke; 

* spinal coed injury 

* amputation: 

* major mulU{^e trauma; 

* fracture of femur (hip fracture): 

* brain injury: 

* poiyMthritis, including rheumatoid arthritis; 

* neurological disonters, inclining multiple sclerosis; motor neuron disease, polyneuropathy, 
muscular dystrophy and Parkinson's disease ; and 

* bums. 
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This list was adopted from the practice of rehabilitation facilities in the 1970s. Over the 
past 20 years it has become increasingly common fcv rehabilitation hospitals and units to treat 
other patients with other diagnoses, includir^g particularly those with pulmonary conditions, 
chronic pain, cancer and cardiac problems. The Ainctional limitations of each of these, often 
post-surgery, can be improved through rehabilitation. 

The present criteria for exclusion of rehabilitation hospitals and units from the Medicare 
PPS are established by regulations, not statute. For several years the rehabilitation community, 
through this association and otherwise, has urged HCFA to revise the pertinent regulations, to 
no avail. 


We recommend that this subcommittee correct this problem by legislation by adding the 
above referenced four conditions to the criteria for exclusion. 

We advocate this change for two reasons. First, it is important to a number of hospitals 
now excluded from PPS as long term care hospitals. Many of these function as rehabilitation 
hospitals, but are precluded from qualifying for exclusion from the PPS as such because they 
have significant numbers of patients in one or more of the four diagnostic categories we seek to 
have added to the exclusion criteria. The matter is increasingly critical for institutions that have 
reduced lengths of stay to try to mitigate financial damage from TEFRA limits. 

ProPAC recently released figures showing that, on average, long term hospitals are 
reimbursed on about 75% of cost because of TEFRA limits. Enclosed is a schedule we prepared 
from HCFA data that indicates large TEFRA penalties for this group. As a practical matter the 
only way to reduce per discharge cost significantly is to reduce lengths of stay. But. long term 
hospitals have a floor of 25 days, beyond which is loss of exclusion. (The need for rebasing of 
TEFRA limits of long term hospitals is discussed below). 

The logical course for such facilities is to be excluded from the PPS as rehabilitation 
hospital, but the provision of significant services to pulmonary, cancer, pain and/or cardiac 
patients is a barrier to doing so. 

The second these conditions is important is the effect of current rules on institutions now 
excluded as rehabilitation hospitals and units. Those that operate programs for patients in the 
four conditions must constantly monitor their admissions in these categories to avoid going over 
25%. Admissions should reflect the needs of ^ients and the current practice of rehabilitation 
in the field rather than such artificial regulatory considerations. 

Need for Oversight of TEFRA Adju^ment Process. 

Section 1886(b) of the Medicare Act provides that a provider with operating cost over a 
TEFRA ceiling may seek administrative adjustimnt of its TEFRA limit by HCFA. The law 
requires that HCFA issue the provider a decisitm on a complete application within 180 days of 
its receipt and that a full explanation of the decision be provided to the applicant. The law also 
provides for assignment of a new base year for determination of TEFRA limits "which is more 
representative" of the reasonable and necessary cost to a hospital of providing inpatient services." 

While the authority vested in the Secretary is sufficient to permit proper adjustment of 
limits to recognize changes in services and inequities between new and old providers, the 
adjustment process is flawed in its implementation. 

It is beyond the scope of this statement to critique the administration of these provisions 
by HCFA. However, we recommend that the subcommittee examine this matter through 
oversight hearings, GAO inquiry or otherwise with respect to the following points: 
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- Timeliness of decisions. The statutoiy requirement for issuance of decisions within 180 
days is routinely violated by HCFA, while flliug requirements are strictly enforced against 
providers. 


- Failure to use rebasing authority. HCFA has refused to use the authority to rebasc 
providers, while acknowledging the disparity of treatment between newer and older providers. 

- Inconsistency. Standards for adjustment are not applied uniformly, without explanation. 

- Ai^sence of explanations. While the law requires that a provider receive a "detailed 
explan^oB of the funds’’ on which its application is approved or denied decisions often do not 
^dre^ issi^ raised and do not explain actions taken. 

Intertm Modifications of the TEFRA System Pending A PPS for Rehabilitation. 

We recommend enactment of legislation to set October 1. 1996 for implementation of a 
PPS for rehabilitation hospitals and units. If a later deadline is adopted we reconimend certain 
mcxlifications to the TEFRA system as it is applied to such providers. 

First, we recommend that there be an floor on TEFRA limits, set at 70% of the national 
average. Presently there are some rehabilitation hospitals and units with limits as low as $3,000, 
while the national average is over $12,000. These providers are required by Medicare coverage 
guidelines to provide the same levels of nursing and therapy services as other hospitals and units. 
Because Medicare coverage guidelines require similar services there should be some 
comparability of caps on payment. We suggest 70% of the national average TEFRA limit as a 
floor to provide relief to hospitals and units saddled with extremely low limits. 

Second, we suggest that any new rehabilitation hospital or unit certified after date of 
enactment receive a TEFRA limit no greater than 150% of the national average. It is completely 
inequitable for the Medicare program to continue to reimburse new facilities at far higher rates 
than older ones - while both compete for staff and patients. The inequities presented by the 
widely varying limits of current providers will be eliminated only through adoption of a PPS. 
In the meantime, some small measure of sanity can be introduced into the system by capping 
limits for new facilities. 

TEHIA Limits Should Be Recalculated on Contemporary Cost for Long Term Care 
Hospitals. 

The serious distortions and inequities of the TEFRA system for rehabilitation providers 
can and should be solved by the adoption of a PPS for rehabilitation hospitals and units. We 
believe that the patient classification system discussed above provides a sound basis for doing 
so. WcU over 90% of patients treated in rehabilitation hospitals and units fall into the 
classification categories represented by FRGs and payment for the balance can be easily 
computed through averaging and/or provision for outliers. 

A PPS for reh^ilitation will not. however, remedy the impact of TEFRA limits on long 
tenn care hospitals, except for those facilities that are recognized by the Medicare program as 
rehabilitation facilities. The sole criterion for exclusion of a long term care hospital from the 
PPS is maintenance of an average length of stay of over 25 days, The types of patients treated 
in this group of facilities vary widely and the patient classification system developed for 
rehabUitation does not apply to most of them. 

The adverse effect of TEFRA on long term care hospitals has been profound. ProPAC 
reports that in fiscal ye^ ending 1989 long term care hospitals as a class were reimbursai only 
75% of cost by the Medicare program and in FY 1991 75% were over their TEFRA limits. This 
is because many such facilities were Medicare providers when the TEFRA system was adopted 
in 1982 and have limits based on base years that arc not representative of current costs. 
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Exhibit A shows the position 75 long term care hospitals. These data are drawn from the 
HCFA PPS-IX Minimum Dataset and are the nK»! current data so reported by HCFA. The cost 
reports contained in this data base are for fiscal reporting periods ending in the period 10/1/92- 
8/31/93. 

In 1994 HCFA separately reported that there were US long term hospitals excluded from 
the PPS. This absence of 40 hospitals from the Minimum Dataset cannot be conclusively 
explained. It is likely that many are new facilities. To the extent that this is the case, they were 
not subject to TEFRA limits and would not be affected by rebasing of limits. Similarly, there 
would be no increased Medicare payment to these hospitals from rebasing. 

These data show that the average TEFRA limit for facilities over their limits was only 
$11,181. For those under limits the average was $21,740. This is a huge difference, for which 
there is no sound public policy. 

Since a PPS is not a prospect for this group of facilities we recommend rebasing of 
TEFRA limits to current cost. In the process incentive payment of providers under their TEFRA 
limits should be protected. 

Future Initiatives. 

The subcommittee’s announced intention to consider alternatives to the present structure 
of the Medicare program is to be applauded. We are particularly concerned with the 
fragmentation of rehabilitation services due to current institutional definitions, coverage 
guidelines and division of services between Part A and Part B. Our association has several 
committees working to fashion proposals to address these matters and hope to submit funher 
recommendations to your in the near term. 

Our guide in this undertaking is continuity of care for patients and provision of services 
in the least restrictive and most cost beneficial environment, subject to the ultimate goal of 
maximum recovery of function and ability to live independently and productively. 

Thank you for your consideration of the recommendations set forth above. 


Attachment: Long Term Hospitals Status Sheet 


4c0^fni95\;Ncnau 
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MEDICARE COSTS VS. TEFRA UMIT« 
LONG TERM HOSPItJJlS 


ATTACHMEST 

11 / 23/94 


Total Hospitals Reporting 
Under Limits 
Over Limits 
No Limits 

Average Length of Stay (Total) 

Average Length of Stay (Under) 

Average Length of Stay (Over) 

Average Length of Stay (No Limit) 

Average No. Medicare Days (Total) 

Average No. Medicare Days (Under) 
Average No. Medicare Days (Over) 

Average No. Medicare Days (No UmH) 

Average No. Medicare Discharges (Total) 
Average No. Medicare Discharges (Under) 
Average No. Medicare Discharges (Over) 
Average No. Medicare Discharges (No limit) 

Average Cost Per Discharge (Total) 

Average Cost Per Dtoduirge (Under) 
Average Cost Per Discharge (Over) 

Average Cost Par Discharge (NoUmH) 


75 

19 

40 

16 

28.46 

27.68 

28.60 

30.18 


7.538 

11.813 

6.270 

5.631 

265 

427 

219 

187 

$ 15,877 

$ 13,004 

$ 16,060 

$ 23,176 


Average TEFRA Limit - AU Discharges (Unde 
Average TEFRA LMt - All Dischaigos (Overt 

Average TEFRA Umit - per Hoepllal (Over) 


Average Cost Per Day (Total) 
Average Cost Per Dev (Under) 
Average Cost Per D^ (Over) 
Average Cost Per Dev (No UmlQ 


Average Medicare Cost Under Umits 
Average Medicare Cost Over Un4ls 


Total Medicare Cost Under Umits 
Total Medicare Cost Over Umts 


Total Incentive Payments (Under UmKa) 
Total Cost Sharing (Over Umits) 


$ 16,308 

$ 11,831 

$ 21,740 

$ 11,181 

$668 

$470 

$561 

$768 

$ 1 , 410,101 

$ 925,145 

$ 26 , 791,922 

$ 37 , 005,813 

$ 4 , 740,793 

$ 6 , 388,328 


Data Soonce: PPS-IX Minimum DatasM 

For nscal periods beginning on or aller 10mi/91 and araMng by 0/31/93 
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STATEMENT OF THE AMERICAN REHABO-rTATION ASSOCIATION 

SUBMITTED TO THE SUBCOMMITTEE ON HEALTH 
COMMITTEE ON WAYS AND MEANS 

FOR THE RECORD OF THE HEARING ON MEDICARE ISSUES 
-FOCUS ON CONTROLLING COSTS AND IMPROVING CARE- 
ISSUES RELATED TO MEDICARE MANAGED CARE ALTERNATIVES 

FEBRUARY 10, 1995 


Mr, Chairman: 

This testimony is being submitted on behalf of the American Rehabilitation Association for 
inclusion in the record of your subcommittee’s hearing on managed care and the Medicare 
system. 

American Rehab is a national organization representing over 900 members who provide inpatient, 
outpatient, vocational and community based rehabilitation programs and services to over 4 million 
people annually. 

All of us will probably need at least one rehabilitation service sometime in our life. As we go 
about our daily lives none of us contemplate if we will have a stroke, break a hip, hit our head, 
have a spinal cord injury, be shot or stabbed or have a child bom with a congenital problem. We 
do not think about this as our future. But for many Americans, unexpectedly and unfortunately 
these things happen. These types of illnesses or injuries require rehabilitation services to help 
return people to home, to work, to school and ideally to an active life. For a child bom with 
a congenital or genetic disorder, rehabilitation services can help them walk, move, write, feed 
themselves, and therefor attend school, participate in social events and enjoy the kind of life that 
most of us think is what life is all about. 

AGING OF AMERICANS 

Demographic trends in the population at large suggest that the prevalence of disabling conditions 
will increase in the future as more individuals live longer. Table I shows the expected growth 
of the number of persons over 65 in the U.S. (see Attachment 1) It can be seen that dramatic 
growth will occur between the years 20(X) and 2025 when the aged population will nearly double. 
Table 2 shows the percentage of persons in each age group that have a functional limitation, (see 
Attachment 1) From this table it can be seen that 58.5% of persons 65 years and older have a 
functional limitation. Thus, in the future, as mote individuals live past 65 years of age, the U.S. 
will be faced with a larger populauon of persons with functional limitations, challenging the 
medical rehabilitation field to provide effective care and services. 

Age of Rebabilitation Patients 

Data presented in Table 3 provide estimates of the average age of patients admitted for inpatient 
rehabilitation by impairment condition, (see Attachrrient 1) 

The average age of patients admitted for stroke, orthopedic condition, non-traumatic spinal cord 
dysfunction, and neurologic condition are all greater than or equal to 60 years of age, which 
reinforces the impact that the "greying of America" will have on the utilization of rehabilitation 
services in the future. By contrast, lower average ages for traumatically impaired brain and 
spinal cord patients is indicative of the prevalence of injury, accident, and violent crime, and 
related medical impairments, for relatively young patients. The UDSmb data suggest a general 
trend of an increase in the average age of rehabilitation patients (1990: 67 years; 1992; 69 years). 
Again, as the life span of Americans increases the demands for rehabilitation services will also 
increase. 
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BACKGROUND ON REHABILITATION 

Rehabilitation services are an integral part of our American health care system. They are very 
cost effective. For example a Northwestern National Life study shows an average savings of $35 
in disability reserves for every $1 spent on rehabilitation services to return injured workers to 
work. 

Rehabilitation involves specialized physicians, rehabilitation nurses, physical and occupational 
therapists, speech language pathologists, respiratory therapists, social workers, psychologists, and 
other therapists who work as a team with patients to restore their functional ability and help them 
be independent. This interdisciplinary team concept is central to rehabilitation and the sum of 
these efforts is greater than the parts. The team establishes an individual rehabilitation plan 
which sets forth that person’s goals in rehabilitation. For example, a person has had a stroke 
which impairs the ability to walk, see, swallow and creates weakness on the left side. The goals 
include walking again independently, swallowing without aid, seeing well enough to read, 
strengthening the left side so the arm and leg can be used, and being able to dress independently 
again. Over 80% of the 4 million people receiving rehabilitation services return to their homes, 
work, schools or an active retirement. Common conditions usually requiring rehabilitation 
include: heart attack, stroke, arthritis, cancer, neurological disorders, joint fractures and 
replacements, amputation, head injury, spinal cord injury, chronic pain, pulmonary disorders, 
burns, multiple trauma and congenital or developmental disorders. 

Rehabilitation is delivered in freestanding rehabilitation hospitals, rehabilitation units of general 
hospitals, comprehensive outpatient rehabilitation facilities, rehabilitation agencies and other 
outpatient settings, skilled nursing facilities and in people's homes. Determining which setting 
is appropriate is a function of medical judgement. These settings provide a full continuum of 
rehabilitation care. 

The rehabilitation field is responding to the changes in the health care field. It is becoming more 
cost effective through the use of critical pathways, decision rules and constant examination of 
the use of resources and outcomes. All of these practices help make decisions about the 
appropriate use of resources and help cut costs. 

EFFECTIVENESS OF REHABILITATION 

If rehabilitation services are delivered, they arc most effective if delivered early after trauma or 
illness. For example, rehabilitation is one of the evaluations done right in the trauma center. If 
an appropriate referral is not made the person remains dependent, the family suffers and society, 
the individual and the family pay more than just financially. In a study of the cost benefits of 
stroke, the investigators found that for each stroke patient who, through rehabilitation, was able 
to live at home, the expense of living at home versus in a nursing home setting saved $13,248 
per year in 1981 dollars, or $21,599.54 in 1994 dollars per year. Given that the average stroke 
patient lives over 5 years this is a savings of $107,997.70 in 1994 dollars. 

An article in the 1994 October/November/Deccmber issue of TQM magazine, "Judging the Cost- 
Effectiveness of Rehabilitation", discussed the cost effectiveness of rehabilitation. Pulmonary 
rehabilitation improves patient function and reduces the use of medical services. Early 
rehabilitation in a rehabilitation unit for stroke patients is more effective than for patients treated 
on general medical wards. Twice as many of the patients who did not receive rehabilitation went 
to nursing homes and the mean time in an institution in the first year, including nursing homes 
was 75 days for the rehabilitation patients and 123 days for the patients who did not get the 
rehab program. 

For traumatic brain injury (TBI) early initiation of rehabilitation can save costs. A recent study 
compared patients from one hospital with an aggressive early rehabilitation program for TBI with 
those from 1 1 other hospitals without organized programs. Patients from the formal program 
experienced one third the time in a coma. Also the rehabilitation length of stay averaged 54 days 
vs. 106 days for those coming from routine care. Ninety-four percent (94%) were discharged 
home in the early intervention program compared to 57% of the others. Again, there is an 
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enormous amount of money saved simply by caJculating the cost of days not spent in the 
hospital. 

MEDICARE, REHABILITATION AND HMOs 

As noted previously, the Medicare program impacts the medical rehabilitaUon industry 
significantly in accounting for over 6(Mfc of inpatient days, and the Medicare program has not 
been immune to the managed care movement. Medicare HMD volume in the form of Medicare 
risk contracts has grown since the 1980s. In 1993, there were nearly 1.7 million enrollees under 
Medicare risk contracts, which is more than three times greater that the 467,000 enrollees in 1986 
(McMillan, 1993). However, as McMillan notes, through 1993 there has been moderate growth 
in Medicare HMOs. A recent study by the GAO predicted an increase of 20 % in enrollment in 
risk contract HMOs in 1994. This is 2.3 million beneficiaries or 6.5% of total Medicare 
beneficiaries. Medicare HMO activity is also concentrated geographically in a few large plans. 
For example, California and Florida account for over one-third of Medicare HMO enrollees, and 
one-half of the states have no Medicare HMO enrollment. 

Nonetheless, the result of the continued overall growth of managed care is that rehabilitation 
providers are and will continue to be compelled to accommodate to HMO-type plans and 
document the cosl-effectivencss/cost-benefits of Ibeir services in response to case management 
and utilization review pressures. Managed care requires that health systems provide a vertically 
integrated continuum of care which allows patients to receive quality in the lowest cost 
environment. The rehabilitation industry will be compelled to meet this requirement in order to 
gain managed care contracts. Managed care has essentially altered the relationship between 
provider and insurer, and providers will assume more fmancial risk under a fixed payment 
system. 

The managed care movement has also provided strong impetus for the development of outcomes- 
based health care, in which providers are asked to objectively document the clinical outcomes 
of care relative to expenditures. The ability of rehabilitation facilities to provide outcomes data 
is a crucial issue as patieots. payors, and businesses are all becoming increasingly involved in 
outcome measurement. Rehabilitation hospitals and clinics will be held increasingly accountable 
by payors for effective rehabilitation programs. Payors often request information on functional 
assessment, cost data, and parient satisfaction. The fiiture of rehabilitation programs appears to 
depend on whether or not the program can docurrKnt the success of their treatment’s outcomes. 

Medical rehabilitation, relative to other health care professions and industries, has made 
significant progress in implementing systematic outcomes assessment systems. For example, 
several outcome assessment systems are currently being used by rehabilitation facilities to 
document outcomes. Examples of these systems include: Functional Independence measure 
managed by UDS^r; Restore and Level of Rehabilitation Scale (LORS) managed by Formations 
in Healthcare; Patient Evaluation & Conference System (PECS) managed by Marianjoy 
Rehabilitation Hospital and Clinics; and Total Outcome Prediction Program (TOPP) managed by 
Continental Medical Systems, ItK. 

ISSUES 

As this committee looks for ways to bring Medicare into the next century, ensure its fmancial 
viability and examine current managed care practices as possible models for the Medicare 
program, we want to highlight several issues we have encountered. They are: 

* coverage of rebdrilitation services and providers; 

♦ incentives, or not, to refer for specialty services; 

• the quality of rehabilitation services provided. 

1. Coverage 

Medicare covers a broad range of health care services for its eligible beneficiaries and is the 
single largest payor of medical rehabilitation services in the United States accounting five years 
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ago, for an average of 40% of revenues in rehabilitation hospitals and more than 50% in 
rehabilitation units (Langenbrunner, Willis, Jencks, Dobson, & Lezzoni, 1989). More current 
estimates indicate that Medicare "days" account for between 60-70% of total inpatient days in 
rehabilitation hospitals and units. It is estimated that in 1994, 37 million persons will be enrolled 
in Medicare - 32.8 million aged persons and 4.2 million disabled persons. For eligible 
beneficiaries. Medicare covers certain inpatient and outpatient rehabilitation services provided at 
a rehabilitation hospital or unit of an acute cam hospital, skilled nursing facility (SNF), 
comprehensive outpatient rehabilitation facility (CORF), rehabilitation agency, therapist’s office, 
or at a patient’s home through the services of a home care agency. 

Medicare Beneficiaries in HMOs 

An American Rehab survey found that of those HMOs that referred enrollees to rehabilitation 
hospitals and units and limited the number of days, the average number of covered days was 58. 
Sixty nine percent (69%) of the rehabilitation hospitals and units to which HMOs referred 
Medicare patients reported that the HMO limits the numbers of days of therapy, with an average 
limit of 51 days. We find this information about Medicare beneficiaries particularly disconcerting 
because it is our understanding that the Medicare package of benefits is to be available to 
Medicare rehabilitation patients. Under Medicare there are no day limits on therapies or 
programs. Medical necessity is determined by the Medicare inpatient rehabilitation hospital 
guidelines. 

Recommendations: 

( 1 ) There are rational coverage guidelines for inpatient rehabilitation hospital and unit services 
and outpatient services. To determine medical necessity of rehabilitation for Medicare 
beneficiaries they are based on the patient’s nwd and progress, not an arbitrary limit. The 
current Medicare inpatient and outpatient guidelines should be used by HMOs while options are 
examined. 

II. Incentives for Referrals 

Managed care plans frequently place physicians at financial risk when they serve people who 
need intensive, on going services. This is particularly true for nonsalaried physicians who receive 
a capitated payment for each enrollee. Other plans attempt to pass on risk to providers in the 
form of financial incentives that lead to under service. These include bonuses or penalties to 
providers related to meeting, or exceeding, utilization limits and policies requiring physicians to 
assume the cost of out of plan specialty care. Other plans withhold a percentage of a providers’ 
income if they exceed a targeted number of referrals to specialists and/or hospitalizations. These 
financial incentives coupled with any lack of awareness of the value of rehabilitation result in 
many people who need rehabilitation services and many people with disabilities not receiving 
needed care and remaining needlessly dependent at great cost to them and society. Or, they go 
out of plan and have to pay for the specialty care at great cost. 

The American Rehab study found that 27% of the facilities that have contracts with HMOs for 
non Medicare enrollees said that the HMO does not refer enrollees to rehabilitation hospitals/ 
units. One-half of the facilities that have Medicare contracts reported that the HMO docs not refer 
to rehabilitation hospitals/ units. Of those that do not refer Medicare enrollees, 57% said that the 
HMO states that it is not medically necessary; 25% said the HMO says care can be provided at 
a skilled nursing facility and 13% said that the HMO states that cost is the reason for not 
referring to reh^ilitation hospitals and units. 

Several studies raise concerns about HMO treatment of Medicare beneficiaries as well. The 
Medicare Advocacy Project, Los Angeles, California in its January 1993 report, "Medicare Risk- 
Contract HMOs in California: A Study of Marketing, Quality, and Due Process Rights" noted the 
following problems: 
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* Failure to refer for needed care. The decision may not be made by the gatekeeper 

physician but by the medical group manager, utUizalion review coordinator or medicd director. 
-They also cited the physician financial incentive issues mentioned above. 

* Not having enough contracting specialty physicians available or when the financial incentives 
delay referrals to specialty physicians. 

* Failure to refer for rehabilitation. The fiequeiKy with which HMOs deny access to home health 
care and inpatient rehabilitation services... "raises questions about the fmancial incentives under 
which HMOs and their subcontracting provider groups operate.” The report questions the HMOs 
determinations that cases that appear to meet the Medicare coverage guidelines were denied the 
care as not medically necessary. 

Recommendations: 

(1) Establish criteria for HMO Medicare plans to assure that an individual a) with one of the 
conditions usually requiring rehabUltatioa services, b) with a congenital disability, and/or c) with 
a specific functional status based on a functional assessment, receive a rehabilitation evaluation 
within 72 hours upon seeing a primary care provider or other gatekeeper. The conditions in 
question include, but are not limited lo, stn^e, spinal cord injury, congenital deformity, 
amputation, major multiple trauma, hip fracture, brain injury, all forms of arthritis, neurological 
disorders, burns, cancer, cardiac and pulrrMoary diseases and pain. 

(2) Assure that physician referrals to physician and non-physician specialists are based solely on 
the needs of the patient. Financial incentives for referrals and/or for denying referrals should be 
prohibited. 

(3) Assure that persons requiring rehabilitation services and persons with disabilities in particular 
can select a primary care provider or gatekeeper who is a physiatrist, an otherwise qualified 
rehabilitation physician or a specialist in the medical management of their particular condition. 

(4) Assure that rehabilitation services are provided for as long as a patient is making progress 
and achieving rehabilitation goals. 

111. Quality Concerns 

We are also concerned about the quality of care given to many HMO Medicare cnrollees. This 
is a difficult issue to quantify. As noted, above we have beard about problems with people either 
not being referred at all for rehabilitation or being referred but with a limit on the number of 
days. Quality goes to the setting to which the patient is referred for services and the duration, 
frequency and type of treatment they receive. Our members have told us about cnrollees, both 
Medicare and non-Medicare, being sent to what we characterize as a custodial institutional setting 
that provides either no or periodic skilled nursing and rehabilitation therapies as required under 
OBRA ’90, but not a comprehensive rehabilitation program. Our members do not believe many 
of these patients obtain theix maximum outcomes and the rates of return to home, work, school 
and an active retirement arc not as high as possible. This is a tragic personal, professional, 
familial, social and financial loss and burden. 

The Medicare Advocacy Project Report cited above noted several cases where the HMOs 
approved less care than needed. The report stales the "survey also points to possible systemic bias 
by some HMOs against referrals for in-patient rehabilitation services. All five of the southern 
California in-patient rehabilitatirm hospitals responding to MAP’s survey felt that some Medicare 
HMOs denied medically necessary lehal^taticHi services to a greater extent than occurred in FFS 
[fee for service]. ” The report further states "some HMOs to use arbitrary standards to 

deny or discontinue reh^ilitation care." These standards include the patient’s age even when a 
patient was improving. 

The Matbematica study released in December, 1993 also raised concerns about quality of care. 
Mathematica looked at rates of death, hospital readmission and post iuimission complications as 
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gross outcomes" measures but did not make any adverse findings. However it did state/' ...a few 
differences do indicate that HMOs may be providing less adequate care in some situations. 
...PIMO stroke patients received significantly less physical therapy while in the hospital and had 
greater motor and speech deficits at discharge, yet were not more likely to have a post discharge 
speech or physical therapy plan. This pattern suggests that HMOs may economize on 
rehabilitation care. ..Although there is no evidence that these differences in care led to poorer 
patient outcomes, they cause some concern because of their potential adverse effect on 
outcomes." 

The study noted that HMOs discharge a higher proportion of stroke patients to nursing homes 
and a lower proportion to rehabilitation hospitals. While it did not have follow up data, this 
practice raised concerns about whether this pattern was leading to poorer care. 

Outcomes as a measure of quality are well accepted in the rehabilitation field because of its focus 
on the functional status of the paUent. Rehabilitation concentrates on the changes in function 
which occur during the course of treatment, as revealed by comparing patient status at the time 
of admission to the time of discharge. The continuation of these gains is monitored through 
follow up functional assessment after discharge. Several functional assessment measures in the 
rehabilitation field have been developed and may be adapted to measuring outcomes. The 
majority were developed for use in inpatient services. One is being adapted so that it can be used 
in a skilled nursing setting as well as an hospital inpatient setting. A patient classification system 
has also been developed for rehabilitation by American Rehab and the University of 
Pennsylvania. It is based on functional status at admission, age and impairment category. It uses 
55 functionally related groups (FRG’s) which classify patients and predicts length of stay. With 
future research it may be adapted to predict outcomes as well. 

However as these predictive tools are being developed and implemented we remain concerned 
that both Medicare and non Medicare enroilees continue to be sent to less intense rehabilitation 
service settings where they achieve less than maximum outcomes. They simply are not being 
allowed to function at the level at which they are able with appropriate therapies. 

Reconunendatlons: 

1 . HCFA should direct Medicare HMOs that they cannot use arbitrary rules of thumb to deny 
rehabilitation care to Medicare beneficiaries, e.g. age or deny any Medicare benefits to 
beneficiaries. If an enrollee is a candidate for rehabilitation and meets the existing Medicare 
inpatient rehabilitation hospital or outpatient guidelines he or she should be referred for those 
services. 

2. HCFA should increase its review of Medicare risk contractors' practices in referring patients 
who require rehabilitation to less intense levels of services which may result in decreased positive 
functional outcomes. 

3. Quality criteria by which to determine HMO approval of rehabilitation services to Medicare 
beneficiaries should include patient outcome including, but not limited to, death, pressure sores, 
discharge status, and change in functional motor and cognitive function, and others. 


We would be pleased to discuss these critical issues with you Mr. Chairman 
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ATTACHMENT I 


Table 1. Projected Growth of the Namber of Persons 6S Years and Older in the U^.: 1995- 
2075 


Ased Pooulation 
/Proiected 

1995 

2000 

2025 

(in millions) 

2050 

2075 

65 years and older 

34.0 

35.2 

60.6 

73.7 

83.3 

75 years and older 

15.0 

16.7 

25.0 

38.9 

45.7 

85 years and older 

3.8 

4.4 

6.3 

14.6 

16.9 


Source: HCFA Statistics, Baltimore, MU' 


Table 2. Percentage of Persons by Age Group that Have a Functional Limitation 


Age 

Total 

(in 1.000s) 

I^rccnt With a 
Functional Limitation 

Percent With A 
Severe Functional 
Limitation 

15-24 years 

39,297 

5.2 

0.9 

25-34 years 

40,464 

7.5 

1.5 

35-44 years 

30,480 

13.4 

2.9 

45-54 years 

22,264 

23.0 

6.4 

55-64 yeais 

22,060 

34.2 

12.4 

65 years & over 

26,422 

58.5 

28.5 

65-69 years 

8,928 

45.4 

18.8 

70-74 years 

7,378 

55.3 

22.9 

a 75 years 

10,116 

72.5 

41.2 


Current Populations Report, Series P-70, No. 8, Table C. 


Table 3. Average Age of Patients Admitted for Inpatient Rehabilitation by Condition: 
1990-1992 



1990 

1991 

1992 

Condition 

Avg. Age 
(in years) 

Avg. Age 
(in years) 

Avg. Age 
(in years) 

Stroke 

Orthopedic Conditions 

Brain Oysfunction-Nontraumatic 

Brain Dysfunction-Traumatic 

Spinal Cord Dysfunction-Nontraumatic 
Spinal Cord Dysfunction-Traumatic 
Neurologic Conditions 

All Patients 

70 

74 

58 

38 

64 

43 

60 

67 

(N=33,427 

patieots) 

71 

75 

60 

39 

63 

40 

60 

68 

(N=44,997 

paticDts) 

71 

75 

59 

40 

64 

42 

62 

69 

(N=83,571 

padents) 


Source:(data from UUSmk); American Journal of PhysioU Mcdiciiie Sc Kehabllitation, 
vol 73, no. 1, February 1994, 51-55. 
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Mr. Chairman and members of the Subcommittee, The Associated Group 
appreciates this opportunity to discuss its support of H.R. 483, a 
bill to amend Title XVIII of the Social Security Act to permit 
Medicare Select policies to be offered in all States. This bill 
was introduced on January 11, 1995 and earlier this week had a 
bipartisan group of 77 cosponsors who we are pleased to note 
include you Mr. Chairman and Chairman Bill Archer. 

The Associated Group is a national diversified insurance and 
financial services company doing business in 49 states, based in 
Indianapolis, Indiana. As a $3.4 billion (revenues) company. The 
Associated Group offers a variety of products, including: 

o health, life, and property and casualty insurance; 

o managed care and integrated delivery networ)cs; 

o asset: management, equipment leasing, and receivables 
management; and 

o market research. 

The Associated Group is a for-profit mutual insurance company and 
the Blue Cross Blue Shield licensee in Indiana and Kentucky. In 
1993, The Associated Group merged with Southeastern Mutual 
Insurance Company in Louisville, Kentucky (then the licensee for 
Blue cross Blue Shield products in Kentucky) . The Associated Group 
now employs more than 13,000 people with major concentrations in 
Indiana, Kentucky, Ohio, West Virginia, Florida, Texas and 
California. 

The Associated Group supports the use of managed care as a tool to 
reduce the cost of health care in the United States. We believe 
that the development of high quality managed care networks for 
seniors is a critical part of our efforts to lower the cost of 
health care while offering our enrollees the highest quality of 
care. The Associated Group recruits network providers that have 
expertise in responding to the health care needs of seniors. This 
ensures that our enrollees are receiving the best possible care. 

The Associated Group supports H.R. 483, introduced by 
Representative Nancy Johnson, a member of this Subcommittee. Over 
400,000 Medicare beneficiaries are currently enrolled in Medicare 
Select. H.R. 483 will make this program permanent and available in 
all fifty states. We also take this opportunity to thank 
Representative Pete Stark and Representative Johnson for their 
bipartisan efforts at the end of the 103rd Congress to secure 
enactment of H.R. 5252, which extended the Medicare Select program 
until June 1995. 
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The Associated Group currently has over 14,500 enrollees in the 
Medicare Select program in Kentucky and Indiana. The Associated 
Group is developing additional Medicare Select networks in Texas 
and Indiana. Moreover, our current Indiana and Kentucky Medicare 
Select networks continue to attract new enrollees. Our Medicare 
Select enrollees enjoy an average premium savings of 27 percent 
from traditional fee-for-service Medigap insurance offered by our 
company. For individuals on fixed incomes, this represents very 
real, tangible savings. We believe that it is important that 
consumers continue to have this lower cost managed care option 
available. 

We realize there is an ongoing dialogue about improving this 
program, and The Associated Group will continue to participate in 
these discussions. However, H.R. 483 needs to be enacted by this 
April to avoid any disruption in the program. If this program ends 
in June 1995, hundreds of thousands of seniors will be forced to 
pay higher premiums for Medigap insurance. In addition, managed 
care networks specifically developed to provide quality care to 
seniors at a lower cost will dissolve, limiting access to managed 
care for this segment of the population. 

Critics of the Medicare Select program have raised questions about 
consumer protection provisions. Federal and NAIC standards for 
Medigap and Medicare Select require the Select products to provide 
the same consumer protections that are required of Medicare At-Risk 
HMO offerings. 

Before enrolling in our Medicare Select program, an applicant 
receives the following information about our program: 

o an outline of coverage sufficient to permit the applicant to 
compare the coverage and premiums of the Medicare Select 
policy with traditional Medigap policies and other Medicare 
Select policies; 

o a description including address, phone number and hours of 
operation of network providers; 

o a description of the network restrictions, including payments 
for coinsurance and deductibles when providers other than 
network providers are utilized; 

o a description of coverage for emergency and urgently needed 
care and other out-of-service area coverage; 

o a description of limitations on referrals to restricted 
network providers and to other providers; 

o a description of the policyholder's rights to purchase any 
other traditional Medigap policy offered by our company; and 

o a description of our quality assurance program and grievance 
procedures. 

These consumer protections arc designed to ensure that the consumer 
has knowledge of and fully understands the program in which he is 
enrolling including any restrictions or limitations on providers or 
coverages. State departments of insurance review and approve the 
descriptions noted above prior to their use. The regulation of 
these consumer protections as well as those placed on traditional 
Medigap insurance is done by state departments of insurance at no 
cost to the federal government. 

Under the Medicare Select program. Medicare beneficiaries have the 
option to purchase lower cost supplemental insurance through 
managed care networks. The Associated Group urges Congress to make 
this program permanent and available to seniors in all fifty 
states. Mr. Chairman and Members of the Subcommittee, The 
Associated Group urges your support of K.R. 483. 
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Statement of the College of American Pathologists for the record of the House 
Ways and Means Subcommittee on Health hearing regarding "Extraordinary 
Growth in Certain Medicare Costs/' February 6, 1995 

The College of American Pathologists (CAP) appreciates the opportunity to present its views to 
the Ways and Means Subcommittee on Health regarding growth in certain areas of Medicare 
costs. The College is a national medical society representing more than 14,800 physicians who 
are board certified in clinical and/or anatomic pathology College members practice their 
specialty in community hospitals, independent clinical laboratories, academic medical centers, 
and federal and state health facilities. 

Pathologists are responsible for the overall operation and administration of the laboratory and 
for ensuring that quality laboratory services are available. The College believes that 
pathologists must be involved in the determination of coverage and utilization of clinical and 
anatomic pathology services. Adequate resources must be allocated for the provision of 
laboratory direction, quality assurance, and other services provided by pathologists. 

The College is grateful to the Subcommittee chair, Mr. Thomas, and the chair of the full 
Committee. Mr. Archer, for their leadership and foresight in holding hearings at an early date 
to examine the causes of unusual growth in Medicare costs and to consider how the program 
can be made more cost-efficient. Ideally. Medicare should be a model of efficient interaction 
between the public and private sectors in serving patients. While it has succeeded in improving 
the health of the elderly and disabled, the program is failing from a budgetary standpoint due to 
a flawed financial structure and unrealistic budget projections. Rather than deal with these 
underlying structural problems. Congress and the Executive Branch have historically attempted 
to deal with the program’s financial problems by cutting provider payments and making 
numerous operational changes that have increased the burden and confusion for everyone 
involved v.ith the program The result has been cost-shifting to the private insurance market, 
where premiums and prices have increased dramatically. Now. as private payers intensify their 
bargaining with providers, the ability to cross-subsidize Medicare with private dollars is 
shrinking. 

With the passage of the balanced budget constitutional amendment, the College is concerned that 
Congress will once again be under pressure to reson to short-sighted budget cuts to meet deficit 
reduction targets rather than taking a careftil, comprehensive look at how the Medicare program 
could be financed more equitably. Medicare physician and laboratory payments cannot continue 
to be driven lower and lower in comparison to private market levels without soon affecting the 
availability and quality of medical services. 

Physicians and laboratories have already sustained disproportionately deep reductions in 
Medicare payments during the past 13 years (see attached chart). Physicians, who account for 
23 percent of Medicare outlays, have borne 32 percent of the Medicare provider cuts over the 
last decade. Of the $98 billion in Medicare cuts from 1981 to 1993, payment cuts to physicians 
accounted for $39 billion. Laboratory services, which account for less that eight percent of 
Medicare Pan B expenditures, sustained $6.8 billion in Medicare payment cuts between 1984 
and 1993. 

Clinical laboratory payments have been a consistent target for cuts over the last eight years and 
are currently in the midst of a three-year phased-in 12 percent reduction in the national 
limitation amounts approved as pan of the 1993 Omnibus Budget Reconciliation Act. That 
measure also included elimination of the CPI update for laboratories in 1994 and 1995, for a 
total five-year cut in laboratory payments of $3.3 billion. 

While the College is pleased that the President’s budget proposal for fiscal year 1996 does not 
include any additional reduction in Medicare payments to physicians and laboratories, we are 
concerned that Congress, in its effon to achieve greater deficit reduction, will once again turn 
to Medicare providers for significant savings. 

We would like to take this opportunity to comment on several policies proposed during the 
103rd Congress that we believe may be considered again this year in the context of deficit 
reduction. 
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Competitive Bidding for Clinical Laboratory Services 

TIk' ill-conccived idea of inslituling a compclilive bidding process for Medicare clinical 
iaboraioi 7 services was considered last year, despite the fact that Congress has repeatedly 
rejected it. The College was pleased that the Ways and Means Committee did not include this 
proposal in the comprehensive health reform legislation it adopted last year. 

Competitive bidding coniracis. particularly exclusive "winncr-iake-aH" contracts, have proven 
to be unworkable because they create a strong incentive for laboratories to submit "low-ball" 
bids to become the exclusive supplier. Tnese bids can result in below-cost contract prices 
which ultimately prevent the laboratory from having the resources necessary to assure high 
quality testing. For example, the Air Force selected a laboratory to screen Pap smears under 
such a process and found that the laboratory performed ^ poorly that women's lives were 
placed at risk. The Air Force had to impound more than 700,000 Pap smear specimens for 
retesting. 

Access to the full range of laboratory services in rural areas could be adversely affected by a 
competitive bidding process, even if rural areas are exempted from the process. Because of the 
severe cost constraints imposed on the winning bidder under competitive bidding, laboratories 
might no longer be able to provide daily courier pick-ups, 24-hour turnaround for test results, 
and other services. 

While competitive bidding is poor policy for all clittical laboratory .services, it is particularly 
inappropriate for surgical pathology and cytology services. These services require the 
involvement of highly trained physician specialists with the personal knowledge of and 
accessability to the referring physician in making the appropriate diagnosis Laboratory testing 
is a service, not a product or a commodity. Physicians choose one laboratory over another in 
part because of the mix of quality aixi service attributes of their selected facility. A competitive 
bidding process would ignore these other equally important factors and would prevent the 
physician from playing any role in selecting the best laboratory for his or her patient’s needs. 

Medicare Relative Value Scale Policks 

The current Medicare Relative Value Scale (RVS) payment system for physicians is the result of 
lengthy, complex deliberations. Enacted in 1989. it is just beginning the fourth year of iK five- 
year implementation, "nic College strongly believes that Congress should exercise great caution 
in considering any changes to the Medicare RVS system. 

Medicare RVS fee schedule amounts are already too low in many instances. Continued erosion 
of the Medicare RVS payments and changes in methodology could exacerbate this problem and 
ultimately lead to reductions in quality of medical care. A recent CBO analysis of Medicare 
cuts stated that "growing dis(»ri{ies in ra^ between Medicare and the private sector that would 
re^lt from these cuts could impair access of Medicare beneficiaries to health care." in 1994. 
on average. Medicare paid only 59 percent of the ammmt paid by private insurers. Under 
current law, Medicare payments are projected to fall to 56 percent of private insurance 
payments by the year 2000. Practice overhead costs are generally rising much faster than 
annual Medicare updates. Additional cuts will result in cost-shifting to private payers, forcing 
businesses and employers to face higher costs. 

In particular, the College is concerned about several proposals consider by the previous 
Congress; 

• Changing the Medicare Volume Performance Standard . The Medicare Volume Performance 
Standard is an integral component of the Medicare RVS update methodology and should not 
be manipulated to produce overall budget savings. If the MVPS is to be meaningful it must 
be based on changes in expenditures for Medicare services not on changes in tl» general 
«:onDmy and should not be so changed that inflation updates in subsequent years arc 
unrealistic. 
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Use of a cumulative MVPS, tying Medicare spending updates to growth in the overall 
economy rather than in the Medicare sector, and other proposed changes in the MVPS 
methodology would likely result in establishing MVPSs that would be so low that 
physicians would not be able to meet them, leading to arbitrary and real cuts in payments. 
Further, the changes would result in lower conversion factor updates that would cause 
further reductions in payments in the future. 

• Reducing Medicare relative values for non-primarv care services . The College 
appreciates the need to ensure an adequate supply of primary care physicians. However, 
reductions in non-primary care services relative values or development of "outlier intensity" 
relative value adjustments to increase payment for primary care services undermine the 
resource-based methodology on which the RVS is predicated. Congress should not consider 
arbitrary adjustments proposed outside the formal RVS update and refinement process. 

• Reducing payment to so-called “high-cost” hospital medical staff . The College opposes 
efforts to create another layer of Medicare Volume Performance Standards at the 
individual hospital staff level — the proposed reduction in payments for so-called "high- 
cosi” medical staffs If adopted and implemented, this policy would be divisive to 
hospital medical staffs, administratively complex, difficult to implement and maintain, 
ineffective in cost containment, and could threaten the delivery of quality health care. It 
is inappropriate to punish an entire medical staff for so-called excess relative values 
generated perhaps by only a portion of the medical staff. Further, the policy would 
distort the relationship of relative values among services and undermine the 
reasonableness of the Medicare RVS 

• Establishing "Centers of Excellence" contracting . Congress should use extreme caution 
in considering the concept of so-called "Centers of Excellence" contracting, where an 
all-inclusive rate, including the physicians' professional services, is paid by the Medicare 
program to the facility in which a surgical procedure is provided. It is essential that a 
requirement for payment to the physician for services provided be a pan of the 
contracting process. Payment to a hospital or other facility for physician services does 
not ensure the facility will appropriately compertsate the physicians for their services. 
Further, while "Centers of Excellence" naturally develop, it is important that aggressive 
contracting not stifle competition and decrease access to care through over-centralization. 

Coinsurance for Medicar e Laboratory Services 

While the College understands and generally agrees with the need to make Medicare 
beneficiaries more aware of the cost of the medical care they receive, we urge Congress to 
reject the idea of reimposing a 20 percent coinsurance payment for Medicare clinical laboratory 
services, as it did during consideration of comprehensive health reform legislation last year. 
Since eliminating the coinsurance requirement for these services in 1984 Congress has 
repeatedly rejected proposals to restore it, with good reason. Reimposing coinsurance would 
place a significant administrative burden on laboratories and a new cost on beneficiaries while 
doing little to affect utilization of laboratory services; in many instances the cost of billing for 
coinsurance will exceed the amount collected from the beneficiary. 

If coinsurance were reimposed, laboratories presumably would have to produce two claims — 
one to the Medicare Program and one to the patient. On average, laboratories estimate it would 
cost between $3 and S5 just to produce the additional invoice covering the coinsurance. In 
many instances, this cost would be a substantial percentage of the amount collected from the 
patient and could easily exceed collected amounts. The table below illustrates the approximate 
coinsurance amount for several commonly ordered tests once the OBRA '93 reductions are fully 
phased in. For these common tests, the collection costs exceed the coinsurance payments: 



Cap 

Coinsurance 

Multichannel Chemistry Test 

$14.86 

$2.98 

CBC. viih differential 

$10.36 

$2.02 

Urinalysis 

$ 4.24 

$0.85 
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Past experience with coiresurance suggests that many laboratories will have to write joff from 20 
to 50 percent of the billed amounts as uncollectible. These collection prc^lems are me very 
reason that coinsurarax was eliminated by Congress as part of DEFRA '84, with the support of 
the Health Care Financing Administration and the laboratory industry. In exchangelfor 
eliminating the copayment. Congress mandated tl^ current fee schedule melhodolog^, which set 
the fee schedules at 60 percent of then-prevailing charges 

Imposition of coinsurance would shift the costs of the Medicare program to beneficiaries and 
force them to incur an additional $7 billion in oui-of-pocket expenses, a burden that Congress 
specificaHy relieved them of in 1984. However, it is unlikely that coinsurance would have any 
impact on the volun^ of clinical laboratory services performed. Patients do not decide when to 
order testing nor do they select the testing laboratory . These decisions are made by the 
physician. Thus, imposition of copayment obligations on Medicare beneficiaries will not curtail 
utilization. As the Congressional Budget Office noted in a 1990 Report. "Cost-sharing 
probably would not affect enrollees' use of laboratory services substantially . . . because decisions 
about what tesu are ai^ix^riate are generally left to physicians, whose decisions do |tot appear 
CO depetKi on enrollees' cost sharing." 


The College appreciates the strong support that many members of this Subcommittee have 
shown for federal legislation to reform the current medical liability system. As members are 
well aware, the cost of the current liability system is unacceptable. The American Medical 
Association estimates that more than $9 billion will be paid in premiums this year by physicians 
and hospitals for medical malpractice insurance. In addition, conservative estimates of the cost 
of "defensive medicine." tests and procedures performed solely to avoid suit, will be between 
$4 billion and $25 billion this year. 

We believe the evidence is clear that compreheasive medical liability reform can be effective in 
reducing costs and assuring access to the liability system. Twenty years ago. insurance 
premiums in California were among the highest in the nation. State legislators adopted the 
Medical Injury Compensation Reform Act, known as MICRA, in 1975. Today. California's 
insurance premiums are below average for all states and one-half to one-third of those in high 
population states that have not adopted MICRA reforms. The difference has been the reduction 
in windfall awards artd excessive legal fees. 

The College strongly supports enactment of medical iiabtlity reform to promote the basic goal 
of providing access to all necessary health services, deter substandard or unethical practices and 
encourage improvemenls in the safety and quality of medical care. Based on California’s 
MICRA, these reforms should itKiude: 

• a $2.50.000 limit on the loial amount of non-cconomic damages; 

• binding mandatory alternative dispute resolution systems administered by the state to 
resolve medical liability claims; 

• reduction of the total amount of damages by the amount of payments from collateral 
sources; 

• mandatory periodic payment of awards; 

• a slidii^ scale limit on attorneys contingency fees; and 

• the use of practice guidelines developed by professional associations as an affirmative 
defense in liability actions 

Graduate Medical Education 

While the College recognizes the appropriatenes; of increasing the nation's supply of primaiy 
care physicians under a reformed health care delivery system, several proposals under recent 
consideration raise serious concerns. Of greatest concern are proposals that would authorize the 
federal government to restrict the number and types of medical residencies. The College 
believes that the extent of federal involvement in medical residency training should be limited 
and exposes federal restrictions on the numbers and specialty mix of medical residencies. 
Residemry choices of medical students are based on a complex set of variables. Federally 
imposed restrictions or distortion in the Medicare Relative Value Scale (RVS) to provide 
incentives to enter primary care residencies are ill-concieved and inappropriate. We believe that 
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the objective of achieving an appropriate balance of primary care and specialty residency 
positions can be better achieved in other ways. 

Any changes in funding for graduate medical education must ensure that an adequate supply of 
specialists is trained to meet the nation's during the upcoming century. Pathologists are 
uniquely trained to provide a range of medical services that are critical to the prevention, 
detection, and treatment of disease. These services will be equally important to providing high- 
quality health care under any reformed delivery system. Through attrition, pathology is losing 
an average of 1.87 pathologists per day with only .96 newly trained pathologists per day 
entering the specialty. Any changes in funding for graduate medical education must ensure that 
an adequate supply of pathologists is trained to meet future health care needs. 

Direct Billing for Clinical Laboratory Services 

In order to provide clinical laboratory services as efficiently and cost effectively as possible, the 
College urges Congress to require that laboratories seek payment directly from the patient or a 
financially responsible third party, such as the patient’s insurer. Medicare already requires 
laboratories to bill the program directly for clinical diagnostic laboratory testing provided to its 
beneficiaries. In addition, California, New York and Rhode Island have each enacted some 
form of direct billing. Payors in other Jurisdictions, such as Michigan, Connecticut and 
Pennsylvania, require direct billing as a maner of payment policy. A national direct billing 
requirement was included in virtually every major health reform proposal considered by 
Congress last year. 

The Center for Health Policy Smdies (CHPS) recently completed an analysis that found that the 
number of services per person is 28 percent greater in non-direct billing stales than in slates 
where direct billing is required and that total lab charges per person are 4J percent higher in 
non-direcl billing states. CHPS concluded that if a direct billing requirement were adopted 
nationwide, the annual private sector cost savings anributable to this change would fall in the 
range of $2.4 to $3.2 billion, or between $12 billion and $16 billion over Jive years. 

In addition. CKPS suggested that Medicare expenditui^s could also be reduced by enactment of 
a national direct billing requirement, even (hough such a policy already exists for Medicare. 
CHPS found that Medicare utilization declined in states that required direct billing, indicating 
that physicians changed their pattern of ordering clinical laboratory services for both Medicare 
and non-Medicare patients when direct billing was required. 

Due Process Protection in Managed Care Plans 

As the Subcommittee is well aware, competition for patients in the private marketplace is 
increasing dramatically. The College believes th^t appropriate safeguards must be established to 
respond to these changes. Patients and providers alike are concerned about denials of necessary 
services and restrictions in choice of physicians and other health professionals and facilities that 
are becoming more and more common as large insurers exercise greater control over medical 
treatment decisions. We are concerned about health plans that discriminate against people with 
health conditions that require expensive care by dropping their caregivers from health plan 
networks. 

The College supports enactment of federal legislation to control these abusive practices through 
the same reasonable methods commonly used by high quality insurance plans. These include 
establishing standards of operation, full disclosure of those standards to patients and providers, 
and effective options for recourse when problems arise. These protections were introduced last 
year as the Patient Protection Act of 1994, and we encourage the Subcommittee to include 
similar provisions in legislation this year. 

Specifically, Congress should enact protections to require that consumers receive easily 
understood information about covered and excluded procedures and requirement for prior 
authorization, to assure that plans do not deny ^sxess to physicians and providers unreasonably 
because of utilization review practices. Standards should be required for the hiring and firing 
of physicians and other providers, and the right of timely notice and appeals when previously- 
accepted contracts are adversely modified. Certification processes for managed care plans and 





520 


Utilization review programs that include periodic review and the opportunity to remedy 
deficiencies. 

[n conclusion, the College of American Pathologists appreciates the difficult task that the 
Subcommittee must confront. The necessity of addressing the long-term cost growth in the 
Medicare program means that hard choices must be made. We hope that you wilt resist the 
temptation to simply cut Medicare payments to health care providers and address the serious 
problems with the program’s underlying financial structure. As you consider specific proposals 
this year, the College hopes that you will look on pathologists as an infonnation resource on 
how patients will be affected. We look forward to working with you to achieve reasonable 
Medicare payment policies. 
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SUMMARY OF MAJOR REDUCTIONS IN PAYMENT 
FOR PATHOLOGY AND LABORATORY SERVICES 

DEFRA ’84 

♦ Established Medicare Clinical Laboratory Fee Schedule (CLFS) at 60-62 percent of 
the then-prevailing charges 

♦ Eliminated 20 percent coinsurance for Medicare clinical laboratory services 

COBRA ’86 

♦ Established Medicare laboratory fee caps at 115 percent of the fee schedule medians 

OBRA ’87 

♦ Reduced Medicare laboratory fee caps to 100 percent and limited the CPI update 

♦ Re<luced Medicare payment for certain automated tests by 8.3 percent 

OBRA ’89 

♦ Reduced Medicare laboratory fee caps to 93 percent 

♦ Established Medicare Resource Based Relative Value Scale (RVS) for physician 
sendees, reducing pathology services 23 percent from 1992 — 1996 

OBRA ’90 

♦ Reduced Medicare laboratory fee caps to 88 percent and limited the CPI update 

♦ Reduced Medicare payment for physician pathology services by 7 percent for 1991 

OBRA ’93 

♦ Reduced Medicare laboratory fee caps to 76 percent over three years 

♦ Eliminated Medicare laboratory fee schedule CPI update for 1994 and 1995 

♦ Reduced Medicare RVS update for pathology and other non-surgical, non-primary 
care services by 2.6 percent for 1994 and 2.7 percent for 1995 


College of American Pathologists 
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STATEMENT OF JAMES R. PATTON 
EXECUTIVE VICE PRESIDENT AND CHIEF EXECUTIVE OFFICER 
THE WELLNESS PLAN 

COMPREHENSIVE HEALTH SERVICES OF DETROIT 


Background 


Comprehensive Health Services of Detroit, known as The 
Wellness Plan (TWP) , is a 501(c)(3) federally qualified health 
maintenance organization ("HMO”) operating since 1972 and serving 
the Detroit metropolitan area. Currently, TWP has over 100,000 
enrollees, approximately 90 percent of whom are enrolled through 
the state of Michigan Medicaid program. TWP is a well 
established HMO that has been recognized as a model quality 
Medicaid managed care program by such national leaders as Dr. 

Otis Bowen, former secretary of the Department of Health and 
Human Services. Although it has over 200 commercial accounts 
with medium and small businesses, enrolls nearly 10 percent of 
the federal employee health benefit plan participants in Detroit, 
and has accounts with major companies, TWP has a disproportionate 
percentage of Medicaid members from sectors of the city of 
Detroit the greatest preponderance of minority and low income 
populations. Based on its stellar performance, TWP is as 
qualified as any other HMO in serving Medicare patients. Indeed, 
despite the fact that it often serves the sickest and most 
vulnerable population in the city of Detroit, including many dual 
eligible persons (with Medicare and Medicaid coverage) , its costs 
to the Medicare program are far below the average adjusted per 
capita cost rates paid to Medicare Risk Contractors. 

In 1989, TWP applied to HCFA for a Medicare health care 
prepayment plan (HCPP) contract. While TWP would have preferred 
to have a contract authorized by section 1876 of the Social 
Security Act (a Cost or Risk Contract) , it was and remains 
ineligible to participate in these contracts because of the 
enrollment composition rule. This rule requires that in order 
for a federally qualified HMO to be eligible at least 50 percent 
of its members must have coverage other than through Medicare or 
Medicaid. 42 U.S.C. S 1395mm(f)(l) and (2). 

Technical Corrections Act of 1994 

At the end of the last session, congress enacted a bill 
known as the Social Security and Technical Corrections Act of 
1994, H.R. 5252 (dated October 7, 1994). Section 171(f) would 
subject an HCPP contractor to Medigap laws and regulations as of 
January 1, 1996. (The full text of this provision is included as 
Appendix A.) Because these provisions are inherently contrary to 
the operations of HCPPs, Section 171(f) would make it impossible 
for an HCPP contractor to offer a "gap policy" to any of its 
individually enrolled Medicare members. This is critical 
because, without a gap policy Medicare beneficiaries would have 
no reason to enroll or remain enrolled in an HCPP contractor. 
Rather, HCPPs would have to limit offers of gap policies to 
persons enrolled in a group contract (e.g. Medicaid dually 
enrolled Medicare beneficiaries, retirees of union trust plans 
and employer group retiree plans), who do not fall under the 
scope of Section 171(f). 

Historically, HCPP contractors generally, and all 
federally qualified HMOs, were exempt from the federal Medigap 
laws. HCFA apparently interprets Section 171(f) as restricting 
an HCPP contractor from offering a gap policy unless it is in 
conformance with requirements for a Medicare Supplement Policy 
("Medigap policy"). Because Medigap policies are indemnity 
policies and because most federally qualified HMOs and most other 
state licensed HMOs are not licensed insurers, it is impossible 
for them to offer such policies solely through an HCPP. 

Moreover, under federal law, a Medigap policy must 
reimburse benefits regardless of which provider or physician 
offers the care. In a few states. Congress provided an exception 
to the Medigap requirements enabling insurers and Blue Cross Blue 
Shield plans to offer Medicare Select, a Medicare PPO product. 
Even though Medicare Select allows for differences in 
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reimbursement between in-network and out-of-network providers, it 
does not address most of the conflicts for HCPPs attempting to 
comply with Section 171(f). Specifically, by requiring an HCPP 
contractor to conform to Medicare Select, Section 171(f) would 
preclude an HCPP from offering its own unique version of covered 
benefits and require instead that the HCPP gap policy conform to 
1 of 10 standard Hedigap policies. None of these policies permit 
an HCPP contractor to use modest copayments (i.e., $5 to $10 for 
office visits and $25 to $50 for use of a hospital emergency 
room) to help manage usage of services by Medicare enrolled 
members of the HCPP. Nor does Medicare Select allow an HCPP to 
offer more comprehensive or more generous benefits, including 
extensive preventative care services that are not covered by 
Medicare or by Nedigap policies. 

Moreover, even for provisions that do not directly 
conflict with the obligations of an HCPP contractor, some 
requirements of Medicare Select, if implemented, could increase 
dramatically the administrative costs of operating an HCPP 
program. For example, even though the HCPP is paid its costs in 
lieu of the billed fees from a Medicare carrier, Section 171(f) 
would require an HCPP to submit bills to a Medicare carrier. 
Accordingly, the framework created by Section 171(f) is contrary 
to the framework of operating as an HCPP. (For additional details 
on the differences between Medicare Select and HCPP or HMD 
requirements see Appendix B.) 

comparison of HCPPs to Medicare Cost Contractors 

In contrast with Section 171(f), Medicare Cost and Risk 
Contractors would continue to be exempt from Medigap 
requirements. All but a few Cost Contractors operate in exactly 
the sane manner as TMP operates an HCPP. indeed, HCPP 
contractors are held to the same standards as Cost Contractors 
for virtually all major financial and management aspects of their 
plans: 

• Coverage — Both must comply with Medicare coverage and 
reimbursement regulations and guidelines for non- 
provider services; 

• Re imbursement — Both are reimbursed on the basis of 
reasonable and allowable costs; 

• Accountabi 1 itv — Both must meet Medicare record 
keeping and reporting standards; 

• Lock-in — Both allow the Medicare enrolled member to 
elect out of plan services from Medicare on a fee-for- 
service basis, in the same fashion as a point of 
service plan or preferred provider organization, so 
that the patient never loses Medicare benefits; 

• Marketing — Bgth must comply with HCFA approval for 
marketing benefits; 

• Quality of Care/Wetwork Providers — Both must utilize 
only Medicare approved health care practitioners; 

• Quality Assurance — Both must maintain adequate 
systems of quality assurance; 

• Financial Risk — Both have the same financial risk and 
flexibility to offer a gap policy to cover Medicare 
deductibles, copayments, and non-Medlcare benefits and 
to charge no more than the actuarial value of Medicare 
deductibles and coinsurance. 

There are only relatively minor differences between an HCPP and a 
Cost Contractor: 
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• Payment And Coverage Of Part A Provider Services -- 
while only Cost Contractors have the option of paying 
for these services directly, more than 90 percent of 
current Cost Contractors elect to have the Medicare 
fiscal intermediary pay providers directly. TWP 
arranges for such care with its network hospitals 
(through the Detroit Medical Center) and pays Medicare 
deductibles and copayments, in the same manner as Cost 
Contractors. 

• Health Screening — HCPPs are permitted to health 
screen while Cost Contractors are prohibited from 
health screening. In practice this is not followed by 
TWP or other HCPPs of which we are aware, 

• Grievance And Appeals — No specific regulation governs 
grievances and appeals within an HCPP, but TWP follows 
the same grievance and appeals procedures as a Cost 
Contractor. Other HCPP contractors that are licensed 
KMOs must follow at least the applicable state 
grievance and appeals process. 

laoeet and Ree aMewd ationa 

It is ironic that Congress, by adopting Section 171(f), 
could undermine the HCPP program when it has been a source of 
long term stable participation of HMDs with Medicare. Unlike the 
HMO Risk Program, HCPPs have not been criticized for having 
financial incentives to favorably select only healthy patients. 
Yet, HCPPs have served as an important feeder program that 
enables HMOs to shift to Risk Contracts once they gain experience 
in managing Medicare population. Few HCPPs have dropped out of 
the Medicare program and since the inception of the Risk Contract 
program 14 of the largest and roost successful Risk Contractors 
were previously HCPPs. By contrast, in the first eight years of 
the Risk Contract program approximately 300 out of 400 contracts 
(or 75 percent) were terminated or non-renewed. Accordingly, 
Coagreaa should repeal section 171(f) of the social Security and 
Technical Corractions Amendmenta of 1994, otherwise it will be 
practically inposaible for HCPP contractors such as TWp to 
eontinua to serve Medicare patients. 


Additional RecoBiwendationa 

TWP believes that managed care can offer a more 
efficient and effective means of serving Medicare beneficiaries 
than traditional Medicare. Because of the wide variety of 
circumstances and obstacles affecting the availability of managed 
care plans for Medicare beneficiaries. Congress should approach 
the issue of Medicare managed care options by encouraging the 
offering of a variety of programs. Competition among plans will 
eventually force HMOs to whatever the Medicare beneficiaries seek 
in a plan. It is obvious, however, that no single type of 
managed care plan dominates throughout the country. In addition 
to repealing Section 171(f), TWP urges Congress to adopt changes 
to the Medicare managed care program and eliminate barriers to 
new managed care plans and to those plans that have specialized 
in serving the Medicaid population. Accodingly, Congress should 
consider the following recommendations: 

Congress should amend 42 U.S.c. S1395()()() to allow a 
federally qualified KKO that is in full compliance with 
federal BMO Act requirements to obtain a waiver of the 
50 percent enrollment composition requirements to 
obtain at least a Cost Contract. It should also allow 
such federally qualified XMO to obtain a Risk Contract 
subject to HCFA's judgement on the quality and fiscal 
soundness of the plan. 
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Congress should encourage HCFA to adopt more flexible 
rules and regulations to reduce the papervork burden of 
Medicare Cost Contracts, especially for provider 
services. 

Congress should require HCFA to survey Cost, Risk and 
HCPP Contractors to get better information on the scope 
of benefits, types of copayments or fees, deductibles, 
or other limits so that more rationale policies on gap 
policies for Risk, cost, and HCPP Contracts might be 
developed. 


* * * 

If you have any questions or wish to obtain additional 
information regarding this statement, please call our Washington 
counsel, Jerrold Hercenberg at 202-778-8083 or Wendy Krasner at 
202-778-8064 of the firm of McDermott, Will & Emery in 
Washington, D-C. 

V 234 S7 \ 0 10 VaOLBGJJH . 001 
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APPENDIX A 


Section 171(f) of H.R. 5252 

For purposes of this section, a Medicare supplement 
policy is a health insurance policy or other health 
benefit plan offered by a private entity to individuals 
who are entitled to have payment made under this title, 
which provides reimbursement for expenses incurred for 
services and items for which payment may be made under 
this title but which are not reimbursable by reason of 
the applicability of deductibles, coinsurance amounts, 
or other limitations imposed under this title; but does 
not include any such policy or plan of one or more 
employers or labor organizations, or of the trustees of 
a fund established by one or more employers or labor 
organizations (or combination thereof), for employers 
or former employees(or combination thereof) or for 
members or former members (or combination thereof) of 
the labor organizations and does not include a policy 
or plan of a health maintcnanoc organizat - ion or other 


difCGt acpvi 


cation whtoh offers 

bonef ita-under 

under -sect io 

n or 


OGOtion 1033i 


an eligible organization (as defined in section 1876(b) 
it. thB. policy or plan provides benefits pursuant to a 
contract under section 1876 or an approved 
dettonstration project described in section 603(c} of 
tbL«~;Social Security Amendnents of 1983, section 2355 of 
the Deficit Reduction Act of 1984, or section 9412(b) 
ofTtber Oanibus Budget Reconciliation Acto of 1986, or 
during the period beginning on the date specified in 
sutoeetion (p) (1} (C) and ending on December 31, 1995, a 
policy or plan of an organization if the policy or plan 
provides benefits pursuant to an agreement under 
section 1833(a) (1) (A). 


- The time period for this amendment is linked to the time 
period in each state when the Medigap law became effective. 

S 1882 (p) ( 1) (C) sets the effective date for Medigap in each state 
as the date that a state adopts the NAIC model standards for 
Medigap policies (or if the state fails to adopt the model 
standards than the date that Federal standards are effective) 
beginning after January 1, 1992. In any event, the language of 
H.R. 5252 provides a grace period through December 31, 1995. 
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APPENDIX 3 


COMPARISON BETWEEN MEDICARE SELECT REQUIREMENTS 
AND FEDERAL HMO REQUIREMENTS 


0 Medicare Select policies require subinission to a 

state by an issuer of a description of its quality 
assurance program setting forth its formal 
organizational structure, written criteria for 
selection, retention, and removal of network 
providers, the methods for developing such criteria, 
and the procedures for evaluating quality of care 
provided by network providers and taking corrective 
action when warranted. See NAIC § 10. £.4. 

o Federally qualified HMOs (HMOs) must have a quality 
assurance program. The program must: stress health 
outcomes, provide review by physicians and health 
practitioners of health services, use systematic data 
collection of performance and patient results to 
evaluate services, provide interpretation of data on 
performance to its physicians and practitioners, and 
provide corrective action based upon the HMD's 
evaluation. See 42 C.F.R. § 417.107(h). 

Preventive Services 

o One option that a Medicare Select policy may offer is 
coverage of preventive services including: tetanus 
and diphtheria boosters, dipstick urinalysis, rhyroid 
function tests, fecal occult blood tests, cholesterol 
screening, and Influenza vaccines. "Reimbursement 
shall be for the actual charges up to 100 percent of 
the Medicare approved amount for each service . . . 
to a maximum of $120 annually." See NAIC § 8.C.9. 

o HMDs must provide preventive services (without 

limitation) including periodic health evaluations and 
immunizations. See 42 C.F.R. § 417.101(a)(8). 
Conventional practice among HMOs is to provide all of 
the preventive services allowed by a Medicare Select 
policy without limiting the amount that may be spenc 
on such services. 
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!-Tini::'.um Benefits 


0 Medicare Select policies are required to provide at 
least core benefits which include coverage of Part 5 
coinsurance except for the $100 Medicare Part 3 
deductible. See NAIC Model Act § 6. A, § 7.B. 

Medigap policies are required to cover the reasonable 
cost of the first 3 pints of blood. See fJAIC Model 
Act § 7 . B . 5 . 

o HMOs must provide basic benefits, many of which do 

not correspond to Medicare or are subject to coverage 
limitations. For example, HMOs are required to 
provide 20 outpatient mental health visits per member 
per year. See 42 C.F.R. § 4 17 . 101{ a ) ( 4 ) . KMOs are 
not required to provide long term physical therapy or 
rehabilitation services ( e.g. physical therapy, 
occupational therapy, dialysis services), whole 
blood, corrective appliances, durable medical 
equipment at home, or certain transplantation 
services. See 42 C.F.R. § 417.100(d). 

Nominal Copayments 

0 Medicare Select policies must pay for Medicare Part A 
and B deductibles and coinsurance by filling 100% of 
the gaps in Medicare coverage for the NAIC model core 
benefits package and 100% of the deductible or 
coinsurance amounts payable for each of the 
additional benefits offered. If a Medicare Select 
policy offers to cover additional benefits such as 
the coinsurance for skilled nursing facility 
services, or the Part 3 deductible covering a range 
of physician, outpatient and other medical services 
and items, no copayments may be charged by the issuer 
of Medicare Select against the Medicare beneficiary. 
See NAIC § 6.B. 

o HMOs are authorized to charge nominal copayments. 
Copayments may not exceed 50% of the total cost of 
providing any single service offered to the HMO 
member or 20% of the annual aggregate costs incurred 
by the member. To insure that copayments are not a 
barrier to utilizing services, an HMO may not impose 
copayments in excess of 200% of the annual premium 
costs which a subscriber would be required to pay for 
an HMO policy with no copayments. 

42 C.F.R. §4 17 . 104 ( a) ( 4 ) . Conventional practice by 
HMOs IS CO provide nominal copayments of between $5 
CO $25 for selected oucpatient services such as 
physician, diagnostic, hospital outpatient or 
emergency, mental health, or special therapy services. 
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^'Tedical Necessity 

o Medicare Select policies must cover "Medicare 

eligible expenses" which are defined as expenses of 
the kinds covered by Medicare to the extent 
recognized as reasonable and medically necessary by 
Medicare. See MAIC § 5.G. 

o HMOs must provide or arrange for ail covered 

medically necessary services. Because HMOs determine 
the medical necessity of services independently of 
Medicate carriers, they may disagree with approval by 
such carrier. For example, HMOs are sometimes more 
restrictive in approving DME. In addition. Medicare 
carriers will approve routine services furnished by 
non-HMO providers even if the HMO has not given 
authorization for such services. Whenever an HMO 
denies coverage, a member is entitled to appeal 
through the HMO’s grievance procedures. See 
42 C.F.R. §§ 417.100 and 417.107(g>. 

Enrollment, and Underwjtting 

o Medicare Select requites open enrollment for any 

Medicare beneficiary age 65 or older who resides in 
the state without discriminating against individuals 
with adverse health conditions either in the pricing 
of the premium or in accepting new subscribers. See 
NAIC § 11. 

o HMOs are permitted to enroll only persons who live 
within the service area it serves. See § 

1301<C)<3)(A) of the HMO Act. HMOs are prohibited 
from discriminating in enrollment on the basis of 
health status and must rate premiums based upon 
community rating requirements which do not take into 
account the individual health status of the member. 
See 42 C.F.R, §§ 417.107(d) and 417.104(b). 

Indemnity and Out-Qf-Network Potion 

o The issuer of a Medicare Select policy is obligated 
to make available to each applicant the opportunity 
to purchase a Medicare supplement policy (an 
indemnity policy it offers without network 
restrictions) which has comparable or lesser benefits 
and does not contain a restrictive network provision. 
See NAIC §10 L. and M. Medicare Select policies also 
must provide payment for full coverage for services 
that are not available through network providers. 

NAIC § 10. H, 
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0 An HMO must provide at least 90% of physician 

services through its staff, medical group, IPA, 
contracted physicians or combination of these. See 
HMO Act § 1301(b)(3)(A). HMOs are not authorized to 
pay for non-emergency routine services of 
non-particioating providers. See HMO Act 
§ 1301(b)(4). 

a . Conversion 

o Medicare Select requires the issuer to allow the 

subscriber to convert to continuation coverage under 
a traditional Medigap policy if HHS determines that 
the Medicare Select policy must be discontinued. See 
NAIC § 10. N. 

o HMOs would need an exemption from this requirement 
because HMOs do not offer traditional Medigap 
policies and would be unable to convert their members 
to a traditional Medigap policy. 

? . Termination of Membership 

0 Medicare Select issuers are prohibited from 

terminating or cancelling a policy or certificate 
except for non-payment of premium. See NAIC 
§ 7. A. 4. In addition. Medicare Select policies are 
required to provide protection against continuous 
loss after cancellation of the policy. See NAIC 
§ 7. A. 6. 


Q Even though HMOs may not discriminate against a 

member on the basis of health status in terminating 
or refusing re-enrollment, HMOs may terminate a 
member for reasons other than non-payment of 
premiums, including (i) the member's relocation out 
of the service area; (ii) the inability of the member 
to maintain satisfactory relations with HMO 
pnysicians; (iii) the non-cooperation of the member 
in following HMO policies and procedures; (iv) the 
fraudulent use of membership privileges. See 
42 C.F.R. §417. 107(d). HMOs can provide protection 
from continuous loss following termination of a 
member only through participating providers. 


0 Medicare Select issuers are required to reimburse for 
emergency care obtained 24 hours per day 7 days per 
week. In addition, such issuer must disclose to 
subscribers on what basis it will pay for emergency, 
urgently need, and out of area coverage. See NAIC 
§ 10 .E. 1 .d. , G, and 1.4. 
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o A member o£ an HMO is entitled to be reimbursed for 
medically necessary services rendered in emergencies 
or when urgently needed and where the member is 
unable to obtain services from a participating HMO 
provider. Such services must be due to unforeseen 
illness, injury, or condition. See § 1301 (b)(4> of 
the HMO Act. 


o Medicare Select policies must offer a subscriber at 

least 30 days to reject coverage after enrolling. See 
NAIC § 15. 

o KHOs would need authority under this requirement to 
recover the cost of services furnished during the 
free-look period if a member, who has received 
services, elects to cancel membership retroactively. 

1 2 . Member Protection From Provider Claims 
o Medicare Select has no provision. 

Q HMOs are reguired to protect their members in case of 
insolvency. See 42 C.F.R. § 417.107(a) (3) . It is 
conventional practice for HMOs to require “hold 
harmless** aqreements with participating providers, in 
which providers agree not to charge an HMO‘s members 
if the HMO fails to pay the provider. Hold harmless 
provisions protect members in the event of insolvency 
and during any disagreement over the medical 
necessity of a claim. 

4075C 
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Statement of the 

HOME CARE COALITION 

submitted to 

House Ways and Means Committee Subcommittee on Health 
U.S. House of Representatives 

Hearing On 

“Growth in Medicare Costs” 

Monday, February 6, 1995 
Washington, D.C. 


I. Introduction 

The Home Care Coalition is pleased to submit a statement for the record of the February 
6, 1995 House Ways and Means Health Subcommittee hearing on “Growth in Medicare 
Costs ” This statement is submitted on behalf of our more than one hundred organizations 
on the growth of Medicare Part B costs and the need to improve the overall Medicare 
program 

The Home Care Coalition, founded in January of 1991, is a diverse group of organizations 
representing consumers and patients, family caregivers, health care professionals, 
providers, and manufacturers dedicated to serving people in their homes. The mission of 
the Coalition is to enhance consumer access to quality home care services, supplies, and 
equipment, and it focuses attention on providing education and communications 
advocating the benefits of home care to policymakers and the public 

II. Medicare Should Capitalize on the Cosl-elfectiveness of Home Care 

The Home Care Coalition is pleased that the House Ways and Means Committee Health 
Subcommittee is carefully examining the overall Medicare program to find ways to 
improve its cost-effectiveness and its quality of service. The Home Care Coalition has long 
advocated that Medicare, while a base for coverage of home health services, supplies and 
equipment, should be revised to include therapies, treatments, and equipment which 
enhance clinical outcomes and quality of life for individuals with both acute and long term 
care needs. Medicare durable medical equipment, prosthetics, orthotics and supplies 
(DMEPOS) coverage does not cover many cost-effective home medical services, supplies, 
and equipment which utilize cost-effective technology. For example, the 1965 Medicare 
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statute’s restrictive language prevents beneficiaries from taking advantage of cost-effective 
home care, such as home infusion therapy and respiratory therapy. These therapies should 
be covered but currently are not because of the language of the outdated 1965 Medicare 
statute. As the 104lh Congress examines the rise in Medicare and other health care costs, 
it should look to home care as a solution. 

III. Factors Contributing to Medicare Part B Growth 

We caution the Health Subcommittee not to look at the growth of Medicare Part B in a 
vacuum but rather to consider the demographic and historical factors which have 
increased the use of home care versus institutional care. These factors include (1) the 
aging of the elderly population which is likely to continue to dramatically increase the use 
of home care, (2) advancements in sophisticated technology which now enable patients to 
receive high technology care (e.g. home infusion therapy, oxygen therapy) in their homes 
rather than in the hospital, and (3) the 1983 implementation of the Medicare hospital 
prospective payment system which has led to patients being released from the hospital 
“quicker and sicker.” These factors, coupled nnth patients’ increasing preference for care 
at home, have contributed enormously to the growth of home care and the shift from 
Medicare Part A hospital care. 

Reasons For Growth 

• Increased number of beneficiaries 

• Increased number of elderly beneficiaries 

• Increased support for home care by physicians 

• Increased support for home care by consumer and beneficiaries (recognition of 

the value in returning workers to work, such as the Americans With 
Disabilities Act) 

• Increased home care utilization to reduce more costly institutional utilization 

(DRGs) 

Not Reasons For Growth 

• Medicare fee schedules have not increased, in fact, the have decreased 

• Medicare coverage guidelines under new DMERCs are focused and tight 

• Carrier consolidation has focussed carriers’ administration of the DMEPOS 

benefit 


IV. Home Care Is Cost-Effective 

The growth of Medicare Part B expenditures, however, is not attributable to inappropriate 
utilization. Appropriate home care services decrease costly stays in hospitals and nursing 
homes, and increase patients’ potential to become productive and participatory members 
of society. As the following summary chart shows, a number of studies show that home 
care is more co.st-effective than hospital care: 
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Monthly Cost of Hospital Versus Home Care Under Selected Conditions 


CONDITION 

COST OF 

HOSPITAL 

CARE 

COST OF 

HOME CARE i 

DOLLAR 

SAVINGS 

DIFFERENCE 

Infant with 

breathing and 
feeding 
problems 

$60,970 

1 

$20,209 

$40,761 

66.8% 

Nutrition 

Infusions 

$23,670 

$9,000 

$14,670 

62% 

Antibiotic 

infusions 

$7,290 

$2,070 

$5,220 

71.6% 

ALS Patient 
on mechanical 
ventilation 

$366,852 

$136,560 

$230,292 

62.8% 

Patient 

requiring 

respiratoiy 

support 

$24,715 

$9,267 

$15,488 

62.5% 

Quadriplegic 
w/spinal chord ‘ 
injury 

$23,862 

$13,931 

$9,931 

41.6% 

Person with 

cerebral palsy 

$8,425 

$4,867 

$3,568 

42.3% 

Bone Marrow 
infection 

$16,000 

$5,000 

$11,000 

68.6% 

Respiratory 

distress/oxygen 

dependency 

$36,000 

$11,500 

$24,500 

68.0% 

Ventilator- 

dependent 

children 

$15,742 

$9,153 

$6,589 

41.9% 

Oxygen- 
dependent 
children with a 
tracheostomy 

$12,236 

$5,304 

$6,932 

56.7% 

1 AIDS care 

$23,190 

$2,820 

$20,370 

87.8% 

Pediatric 

AIDS 

$70,153 


$53,692 

76.5% 

Cancer 

chemotherapy 

$10,500 

$3,500 

$7,000 

66.8% 


Kidney 

dialysis 


S2,000 


$ 1,200 


$800 


40.0% 
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Sources; rrom Olsten Healthcare, Aetna Life & Casualty Co., National Association 
for Home Care, 1993, Stfa International Conference on Pulmonary Rehabilitation 
and Home Ventilation, Denver, Colorado, 1995. 

As this chart shows, home care is considerably more cost-effective than hospital care for a 
number of different medical conditions. The information in the chart is a compilation of 
published reports and studies from a number of sources, including those listed above. 
Clearly, the percentage of the difference in rmsts between the home care and hospital 
setting — as high as 87.8 percent — indicates that home care should receive the highest 
consideration in efforts to lower costs in the health care delivery system. 

The following chart shows the cost-effectiveness of home care per episode in comparison 
to hospital inpatient treatment: 

COST COMPARISON OF TREATMENT OF HIP FRACTURE, 

COPD AND PNEUMONIA IN ALS 


CONDITION 


HOME 

TREATMENT 

COST SAVINGS 

Hip Fracture 
Patients 

S6,708.I4 

$4,692.05 

$2,016.09 per 
episode 

COPD 

$3,547.87 

$3097.75 


ALS Patient 

$3,751.26 

$3,491.98 

$259.28 per 
episode 


Source: Lewin ICF, “Economic Analysis of Home Medical Equipment Services,” May 29, 
1991, 

There are also a number of studies which have showed states' effectiveness in moving to 
cost-effective home care, including the following: 

• GAO Report on Home Care Cost-Elfcctiveness 

The General Accounting Office’s (GAO) August 1994 report, Medicaid Long Term Care: 
Successful Stale Efforts to Expand Home Services While Limiting Costs (GAO-HEHS 94 
167) shows the cost-effectiveness of home and community-based long term care programs 
implemented in Washington, Oregon and Wisconsin The GAO study reports that as a 
result of their shift to home and community-based care, these states have been able to 
serve more beneficiaries with the Medicaid and state dollars they have available. The 
study states, “On a per-beneficiary basis, home and community-based care is considerably 
less expensive than nursing facility care." The report also states that per-user spending for 
nursing facility care has been rising faster than for home and community-based care. 
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Washington 

The report found that Washington’s average monthly expenditure per user for nursing 
facility care for the aged and disabled averaged $2,023 in 1 993 compared with $4 1 9 for 
home and community-based users 

Wisconsin 

Wisconsin had a net savings in per-person public expenditures associated with home and 
community-based care of 1 6 percent 

Oregon 

Oregon saved $227 million between 1981 and 1991 by using home and community-based 
care and reduced the number of nursing facility beds significantly Oregon’s average 
monthly expenditure per user for nursing facility care for the aged and disabled averaged 
$1,657 in 1993 compared with $420 for home and community-based users. 

Other Reports 

• New York’s “Nursing Home Without Walls” State Senate Report 

New York’s “Nursing Home Without Walls” program takes individuals who are eligible 
for Medicaid and allows them to be cared for at home if the costs so incurred are 75 
percent or less than the cost of comparable nursing home care. New York’s State Senate 
studies show the state saved 50% of the cost for these patients which would have been 
incurred had they been placed in a nursing home 

• New Mexico Waiver Program 

New Mexico’s waiver program for people with AIDS estimates a savings of $I 100 a 
month for patients who use home care rather than skilled nursing facility care. The 
average patient plan of care costs $1000 a month for home care compared to $2, 100 a 
month for skilled nursing facility care New Mexico reports that only about 47% of 
patients receiving waiver services are hospitalized in a given year compared to 70% of 
those not under waiver. 

• National Governors Association 1992 Resolution 

The National Governors Association’s 1992 resolution recommended the elimination of 
the current institutional bias in public programs such as Medicaid The governors are 
asking for more flexibility to make greater use of home care as the more preferred and 
cost-eflfective method of meeting the growing need for long-term care. 

V. Home Care Coalition Recommendations 

The Home Care Coalition has identified specific ways to improve access to home care. 
These legislative initiatives recognize and support home care as a cost-effective and 
patient-preferred alternative to institutional care. Legislative initiatives to encourage home 
care that the Coalition supports include patient choice of provider, caregiver issues. 
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coverage of home IV and respiratory therapy services, reimbursement issues, and quality 
assurance mechanisms for the patient receiving home care services, supplies and 
equipment 

Home Care Coalition Recommendations Address Fraud and Abuse 

The Home Care Coalition agrees with the Ways and Means Health Subcommittee that the 
Medicare program should be revised to safeguard against fraud and abuse and to ensure 
that beneficiaries receive high quality service. For example, the Home Care Coalition 
supports home infusion and respiratory therapy quality standards in home care. The Home 
Care Coalition strongly supports more rigorous supplier service standards to ensure that 
Medicare beneficiaries receive a consistent level of quality service, in addition, the Home 
Care Coalition supports a home care data system to improve data management, including 
administrative simplification, standard claims processing forms (paper and electronic) for 
all public and private payors, and standardized home care data management to facilitate 
communications among providers and payors. These are just some of our proposals to 
improve Medicare Part B to prevent fraud and abuse and to improve quality. 

Specifically, the Home Care Coalition supports the following legislative initiatives; 

Caregiver Issues 

Caregiver Tax Credit - Provide $500 refundable tax credit for individuals 
caring for a chronically disabled grandparent, parent, spouse or child in 
their home. 

Personal Assistant Services/Attendant Care Demonsfralion - On a 
demonstration or pilot project basis, require all payors (Medicare, Medicaid 
and private payors) to provide defined period of personal assistant 
services/attendant care services to persons with disabilities requiring 
assistance with activities of daily living. 

Caregiver Safety and WcH-Bcing - Require all payors to take into 
consideration the safety, health and well-being of the primary caregiver 
when determining the medical necesaty of, and prescribing, appropriate 
home health services and home medical equipment (HME). Authorize 
payors, including Medicare, to pay for specific items and upgrades of 
otherwise medically necessary HME when, in the clear and documented 
clinical judgment of the prescribing health care professional, the HME 
recommended will significantly reduce the risk of injury to the unpaid 
primary caregiver. 


Patient Choice 
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Patient Choice of Provider - Require health plans to allow a patient to go 
to a provider of their choice outside of their health plan’s network at no 
more than a reasonable charge to the patient 

Patient Choice/Upgrade - Amend the Medicare law to authorize 
beneficiaries to pay suppliers who agree to take assignment on their claims 
the balance above the Medicare allowable for the equipment which has 
functional or other features exceeding those of the item determined by 
Medicare to be covered. Further amend the Medicare statute to clearly 
continue to allow a supplier to submit any claim for payment under 
assignment for an item the beneficiary chooses to upgrade 

Coverage and Reimbursement Issues 

Home Care Benefit Package - Include legislatively defined 
comprehensive home care services, supplies and equipment in any standard 
health benefit package 

Medicare Coverage for respiratory therapy services - Cover respiratory 
therapy services under Medicare. 

Medicare Coverage for home intravenous (IV) therapy - Cover home 
IV therapy services under Medicare. 

Medicare Coverage for occupational therapy - Include occupational 
therapy as a qualifying service for Medicare Part A home health services. 

Non-Discrimination against home care - Provision would eliminate any 
financial or other disincentives for utilization of home care under Medicare 
or private payor systems. (Requiring home care beneficiaries to pay a co- 
payment for care is a disincentive to use home care when there is no co- 
payment required for institutional care ) 

Reimbursement for physician home care visits - Medicare and other 
payors should reimburse the physician at a reasonable fee for medically 
necessary home care visits to a patient in the home. 

Quality Assurance 

Certification of Suppliers; Quality Standards - Establish Medicare 
supplier standards based on the complexity of the services provided for 
suppliers to be able to bill Medicare for durable medical equipment, 
prosthetics and onhotics (DMEPOS). For example, suppliers providing 
respiratory equipment and related services would have to meet more 
rigorous standards than suppliers providing only “traditional” HME such as 
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hospital beds and canes. Further, suppliers providing certain “life- 
supporting” equipment and related services would be required to meet even 
higher standards. 

Miscellaneous 

Home Care Data System - Provide for a series of data management 
improvements, including administrative simplification, standard claims 
processing forms (paper and electronic) for all public and private payors, 
and standardized home care data management to facilitate communications 
among providers, payors, elc. 

Home Care Council - Establish a national council on home care to make 
recommendations to Congress, and to develop proposed changes in 
regulations and policy related to the provision of home care. The national 
council would make recommendations on simplifying consumer 
understanding of home care benefits and payments The Council would 
include consumers, providers and fiscal intermediaries The Council would 
make recommendations to the Secretary on streamlining procedures for 
approving coverage criteria and appropriate reimbursement for new 
technology products 

VI. Conclusion 

The Home Care Coalition commends the Ways and Means Health Subcommittee for its 
efforts to explore ways to improve the Medicare program. The Home Care Coalition 
believes that the answer is not to cut Medicare Part B, which is a cost-effective alternative 
to institutional care, but rather to revise the Medicare statute to consider cost-effective 
technologies which Medicare currently does not cover. For example, the 1965 Medicare 
statute’s restrictive language prevents beneficiaries from taking advantage of cost-effective 
home care, such as home infusion therapy and respiratory therapy. These therapies should 
be covered but currently are not because of the language of the 1965 Medicare statute. 

As our population ages and there is more utilization of home care because patients prefer 
home care and sophisticated technology allows for home care treatment. Medicare must 
accommodate advances in medical technology to continue the cost-effective use of home 
care versus expensive care in a hospital setting If access to more home care services were 
provided to patients hospital costs could be reduced. There is no question that savings 
could be realized, provided that utilization controls based on medical necessity were also 
in place. The Coalition is concerned that Congress not seek to solve the cost problems by 
simply limiting the benefits offered to patients without a more global consideration of the 
most appropriate and cost-effective site of care. 


The Home Care Coalition 


Advocate for Elderly and Disabled 
The ALS Association 

American Association for Continuity of Care 
American Association for Respiratory Therapy 
Cystic Fibrosis Services, Inc. 
Daughters of Charity National Health System 
HIDA Home Care 

Health Industry Manufacturers Association 
Home Health Care Dealers Co-op 
Invacare Corporation 
National Association of Retail Druggists 
United Ostomy Association 
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STATEMENT OF THE NATIONAL ALLIANCE FOR INFUSION THERAPY 

The National Alliance for Infusion Therapy (*NAIT‘), an association of health care 
providers and manufacturen involved in the provision of home and alternate-site infusion 
therapy, submits the following comments to the Subcommittee on Health of the House Ways and 
Means Committee for its hearing on extraordinary growth in Medicare costs. NATT members 
serve much of the infusion therapy patient population, providing nursing and pharmacy services, 
equipment, drugs, nutrients, and supplies. 

Infusion therapy involves the administratioo of drugs or liquid nutrients to patients with 
cancer, infections, severe pain, gastrointestinal disorders, and a wide variety of other illnesses 
and conditions. NATT members share the concerns of the Subcommittee about rising Medicare 
costs and increasing fraud and abuse, and are pleased to contribute to the discussion on how to 
address these problems with respect to home infusion therapy services. We will discuss each 
issue separately and will propose a possible course of action that we believe addresses both. 

Compared to other home care services, home infusion therapy is relatively new in terms 
of its utilization. Only in the last fifteen years has infusion therapy become widely available in 
the home, as advances in technology and changing nursing and pharmacy practice have made 
it possible to deliver complex treatments outside the ho^ital. The cost savings associated with 
home infusion therapy as compared to inpatient care have prompted both private insurers and 
the Medicare program to provide coverage for home infusion therapy. Medicare began to cover 
the nutritional therapies (parenteral and enteral nutrition) in 1981. The enactment of a Medicare 
prospective payment system for hospitals in 1983 further fueled the demand for home care 



541 


services, including home infusion therapy, as patients were discharged ftom the hospital at 
earlier stages of recovery. 

As the demand for home infusion therapy services has grown, so has the universe of 
providers serving patients in their homes. NAIF was formed in large part to provide leadership 
in the area of quality and to responsibly address home care policy as it pertains to home infusion 
therapy. 


Medicare Home Infusion Therapy Costs 

We have long been concerned about Medicare policy in the area of home infusion and 
its effect on rising Medicare expenditures. While the portion of Medicare costs attributable to 
home infusion therapy is actually small in relation to the full spectrum of home care, this is still 
an area that warrants serious change. Currently, the Medicate program cannot determine what 
it is "buying,* in effect, with the dollars it pays for the various infusion therapies, or whether 
its beneficiaries are being served by qualified providers. 

This situation is largely due to how Medicare covers home infusion therapy. To explain 
briefly. Medicare treats the nutritional therapies as prosthetic devices under Part B of the 
program. Certain other infusion therapies ate covered under the durable medical equipment 
benefit, also under Part B, at the discretion of the regional carriers. In both instances, the 
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’trigger' for coverage is the patient’s need for a device or piece of equipment. Neither the 
prosthetic device benefit nor the durable medical equipment benefit was designed to 
accommodate a multidisciplinary therapy that involves services as well as products, as home 
infusion therapy certainly does. From the perqiective of the program, all that is officially 
covered under these two benefits are the tangible items, such as tubes, catheters, pumps, 
nutrients, or drugs. Professional services, which are critical to ensure patient safety (especially 
for the frail elderly), are not explicitly covered. 

Over the years, this has created a situation where patients must qualify for coverage 
based on illogical, and sometimes irrelevant, criteria. Instead of determining coverage based 
on the medical necessity for the treatment. Medicare instead requires patients to demonstrate a 
medical need that fits into the narrow definitions of the prosthetic device benefit or the durable 
medical equipment benefit. This has had ramifications in terms of Medicare costs, in that it 
discourages cost-effective use of resources based on patient need. For example, many patients 
may not need a pump to deliver their prescribed antibiotic therapy, yet Medicate will not cover 
the therapy unless a pump is used in the treatment (since the coverage is based on the use of an 
item of durable medical equipment). This needlessly creates an incentive to use a pump, which 
is more costly than other alternatives such as a traditional gravity-drip mechanism, or worse, to 
keep the patient in the hospital at a significantly greater cost than home care. 

These illogical rules can also cut the other way. Because the program only explicitly 
covers items and not professional services, officials at the Health Care Financing Administration 
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(HCFA) are constantly looking for ways to reduce payment for infusion by basing it only on the 
provider’s acquisition cost of products. This is disingenuous, in our view, because HCFA is 
well aware that most beneficiaries need the services of nurses and pharmacists to ensure safety 
and efficacy. HCFA knows, for example, that these therapies are invasive and present the 
possibility for severe, sometimes life-threatening, complications if they are not administered and 
monitored properly. Yet program officials persist in suggesting budget cuts that would seriously 
undermine providers' ability to ensure patient safety. 

One such proposal was put forth late last year in the health reform debate, which NATT 
strenuously opposed on the grounds that it was completely inconsistent with other provisions in 
the bill and, if implemented, would severely hamper providers' ability to deliver quality service. 
The proposal would have allowed HCFA to competitively bid for parenteral and enteral nutrition 
(PEN) services. Under the proposal, providers would submit bids based on the cost of supplying 
only PEN nutrients and supplies, not professional services. Medicare would be allowed to 
contract with one PEN provider per geographic area. The obvious incentive for providers would 
be to submit bids that do not reflect the costs of employing nurses and pharmacists. This would 
effectively drive many quality PEN providers out of the Medicare program and reduce payment 
to an unreasonably low level. Or, it would force a national redefinition of PEN ther^y, so that 
in the future all services would simply disappear from policymakers’ and payers’ perception of 
these therapies. That would be a genuine tragedy, and one clearly inconsistent with the patients’ 


interests. 
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We want to make it clear that we intend to cooperate with Congress to develop budget 
policies in the area of home infusion therapy that make sense for both the program and patients. 
Over the past eight years, PEN has contributed substantially to deficit reduction efforts, with 
payment rates being frozen several times over that period. However, we intend to oppose any 
cuts that would have a negative e^ect on quality for Medicare beneficiaries and which would 
make it impossible for responsible providers to compete for Medicare patients. 


Potential for Fraud and Abuse In Home Infusion Therapy 

As mentioned earlier, one of the primary reasons for forming NAIT was to promote 
sound public policy and responsible behavior on the part of providers and manufacturers. We 
continue to seek reforms designed to protect patients from unscrupulous providers and to clarify 
the rules under which providers and manu^turers operate. 

For example, while NATT has always supported and continues to support the critical role 
of physicians in the provision of therapy, we bdieve that third party payers, not providers, 
should be paying them for the clinical management services they provide. We supported the 
Stark ban on physician self-referral that was enacted as part of OBRA-93, as well as the 
extension of the ban to all payers that was part of virtually every major health reform bill last 
year. As show of their support for this policy, all NATT providers, which comprise most of the 
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national providen in the industry, recently decided to divest themselves of any existing private- 
sector financial relationships with physicians. 

NATT has always pushed for greater oversight of home infusion therrqry providers to 
ensure quality and patient safety. We believe that the current environment does not offer 
patients, either in the private or public sectors, sufficient assurance that they are receiving care 
from a qualified provider. While state licensure laws and voluntary accreditation offer some 
measure of protection, we believe a mote comprehensive approach is needed. We have 
proposed that home infusion therapy providers be given 'provider* status under Medicare and 
be required to meet conditions of participation in order to provide care to beneficiaries. These 
same standards could easily be adapted to the private sector. Most of the major health reform 
bills last year included NATT’s suggested language on these requirements, as did a bill 
introduced last year by Congressman Sherrod Brown (D-OH). 

Clearly, the absence of Medicate standards in the area of home infusion contributes to 
the potential for poor quality care. Currently, providers of home infusion therapy have only to 
acquire a *su])plia' number and meet very minimal requirements in order to provide care to 
Medicate beneficiaries. As mentioned earlier, infusion ther^y is an invasive treatment 
involving the administradon of drugs and nutrient solutions directly into a patient’s bloodstream 
or digestive tract. The potential for infection and adverse reactions to the solutions infused is 
very real, and patients must be monitored closely. Nurses must know bow to spot complications 
and respond immediately to prevent injury to the patient. Pharmacists must be trained in how 
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to compound sterile solutions according to precise prescriptions. The Medicare program, in our 
view, simply takes for granted that its beneficiaries are getting the benefit of such expertise; that 
may well be true, at the moment. However, HCFA's efforts to simply reduce provider 
payments while maintaining coverage only in the context of the prosthetic device benefit and the 
durable medical equipment benefit will guarantee that quality care may not be presumed in the 
future. It is clear that Medicare will neither recognize nor explicitly pay for professional 
services until change is mandated by Congress. 


A Possible Solution to Rising Costs and Current Regulatory Problems 

As stated earlier, NATT is concerned about how to promote efficient use of Medicare 
dollars for infusion therapy and better quality of care for beneficiaries, and we believe that we 
have a solution that will address our concerns as well as those of Congress and the Medicare 
program. We have long supported a reengineering of Medicare coverage of home infusion 
therapy that would change the way Medicare defines infusion therapy, as well as the way 
Medicare pays for it. It would involve the creation of provider quality standards so that patients 
would have some assurance that they are receiving good care. Put simply, it would deal with 
infusion therapy in a straightforward, patient-centered marmer and instill some accountability 
where there has traditionally been little or none. 



547 


Such changes have been considered by Congress several times, starting in 1988 with the 
Medicare Catastrophic Coverage Act, and most recently in the comprehensive health reform 
proposals advanced during the last two years. We would like to work with Congress this session 
to ensure they are enacted. 

Congress must make these changes if the Medicare program is to have any hope of 
instilling accountability in its administration of home infusion therapy benefits. The current 
system simply does not encourage it, as HCFA is aware. In fact, HCFA officials testified 
before Congress in September of 1993 on the inadequacy of current coverage policies for home 
infusion therapy. However, instead of actively working for change, HCFA instead persists in 
making budget and other decisions that only exacerbate the problems and potentially endanger 
beneficiaries. 

We suggest one of two possible courses of action. One would be to create a freestanding 
home infusion benefit within the Medicare program. Home infusion therapy providers would 
be given "provider" status, and HCFA would develop quality standards in the form of conditions 
of participation. Services and products to be covered could be clearly spelled out, and HCFA 
could develop a fee schedule based on what a patient actually needs and what is actually 
provided to that patient. 

The other possibility is to allow Medicare beneficiaries to receive infusion therapy 
services as part of private-sector insurance coverage that is funded by the Medicare program 
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through a voucher system. For example. Medicare could determine a baseline payment for 
home infusion therapy benefits and require that fnivate payers meet certain requirements in order 
to participate. The advantage it offers is that it puts the administration of in&sion benefits in 
the hands of the private sector, which for the most part has become much more adept in this 
area than the Medicare program. There are a variety of ways such a system could be structured, 
and we would be pleased to work with Congress on this proposal. 

Either of the above proposals would vastly improve the ability of the Medicare program 
to determine the true cost and quality of home infusion therapy services its beneficiaries are 
receiving, and would assure providers that payment will be based on all elements of therapy, not 
simply the product components. Most importantly, beneficiaries would have some comfort that 
they are receiving care from qualified providers. We bdieve that these proposals ate truly in 
the interest of all parties, and we look forward to working with Congress to achieve our mutual 
goals. 


Thank you for the oppoi&mity to submit these comments for the record to the 
Subcommittee. If Subcommittee members w staff have any questions about our testimony, 
please contact Alan Parver or Jana Sansbuiy at (202) 347-(X)66. 


rmutM 
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STATEMENT OF THE NATIONAL ASSOCIATION FOR THE ADVANCEMENT OF 
ORTHOTICS AND PROSTHETICS 


INTRODUCTION 


The National Association for the Advancement of Orthotics and Prosthetics (NAAOP) is a 
national, non-profit organization comprised of orthotic and prosthetic health care practitioners 
(orthotists and prosthetists) who clinically and technically design, fit, and fabricate orthopedic 
braces and artificial limbs (orthotics and prosthetics) for this nation's two million amputees and 
other people with physical disabilities requiring orthotic and prosthetic care. Quality orthotic and 
prosthetic care can be extremely cost-effective by en 2 d>ling people with disabilities to achieve high 
levels of independence and function in the workplace, in the home, and in all aspects of 
community life. Appropriate orthotic and prosthetic care also helps prevent secondary disabilities 
and decreases long term health and wel&e costs to society 

Orthotic and prosthetic services are reimbursed under Part B of the Medicare program 
through a fee schedule known as the “L-codes." Although the four recently-created Durable 
Medical lU^uipment Regional Carriers (DMERCs) currently administer reimbursements for 
orthotics and prosthetics under the Medicare program, ttere is a major distinction between 
durable medical equipment (DME) and orthotic and prosthetic (O&P) services that justifies 
separate consideration and treatment when relating these sectors of the health care field. 

ENSURING OUALITV ORTHOTIC AND PROSTHETIC CARE 

Practitioner Education 

A critical distinction between the provision of durable medical equipment and the 
provision of orthotic and prosthetic services entails the level of education and training necessary 
to provide comprehensive O&P services. Comprehensive orthotic and prosthetic care requires 
highly specialized and trained practitioners in order to design, fit and fabricate a customized 
artificial limb or orthopedic brace for the particular needs of each patient. These highly 
specialized services combine the disciplines of medicine and engineering like almost no other area 
of health care. The successful custom replication and restoration of functional human body parts, 
which are in a multitude of shapes, sizes and complex contours, is fundamentally different from 
most types of durable medical equipment which tend to be more generic, pre-fabricated, and less 
clinically intensive to provide. 

In addition, significant variation exists in the delivery of quality orthotic and prosthetic 
services, primarily due to the range of physical disabilities orthotic and prosthetic care can benefit 
and the explosion of technology over the past decade. To keep abreast of clinical and 
technological developments, individual practitioners participate in continuing education, research, 
and the frequent exchange of information among professionals. The orthotic and prosthetic 
profession has a defined body of clinical and technical knowledge and a core of over 3,000 
specially credentialed practitioners with formalized education provided by well-established 
baccalaureate and post-baccalaureate education programs offered at eight major American 
universities. 

Certification and Accreditation 


Currently, the American Board for Certification in Orthotics and Prosthetics (ABC) offers 
the highest level of credentialing standards for orthotists and prosthetists and is the most widely 
recognized credentialing organization for orthotic and prosthetic services. ABC was founded in 
1948 and conducts a comprehensive credenfialing process for both orthotic and prosthetic 
practitioners as well as facilities in which they pro>ide their clinical and technical services. 

ABC-certified orthotists and prosthetists arc the only orthotic and prosthetic practitioners 
recognized by the American Medical Association (AMA) as true orthotic and prosthetic allied 
health professionals. The education requirements for ABC certification are the only educational 
pathways recognized by the Commission on Accreditation of Allied Health Education Programs 
(CAAHEP) and the U.S. Department of Education. 
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The ABC awards accreditation in three cathodes, Certifi<Kl Orihotist (C.O.). 

Cenifiwl Prosthetist (C P X and Certified ProsUictist/(hllK>tist (C.P O ). The minamum entry level 
requirements for practitioner education and certificatM»i are; 

(a) a bachelor of science degree in orthotics and prosthetics or a bachelor of science 
degree in a related allied health or engineering field along with successfiil 
completion of specific undergraduate courses in orthotics and prosthetics at 
accredited schools, 

(b) one year of clinical residency in each discipline, and 

(c) succe^fiil completion of a con^ehensive written, oral, and clinical examination 
for practitionef^ administ^ed by the American Board for Certification in Orthotics 
and Prosthetics. 

These stringent standards help ensure that ABC*certified orthotic and prosthetic 
practitioners are competent to provide the full range of comprehensive O&P care to patients with 
a multitude of varying disabilities This high Icvd of education and training helps assure quality in 
the clinical service element inherent in the ddivery of these highly technical customized devices. 

The Service Element of Orthotic and Prostheti c Care 

Quality orthotic and prosthetic care is as much a professional service as it is a device that 
results from this service. While there is a s&vio; component in the delivery of some types of 
dui^le medical equipment, such as the desi^ of customized wheelchairs and the delivery of 
certain home health services, orthotic and prosthetic care is goierally far more service-oriented 
and specialized to the needs of each patient. Yet, wh^ Congress and the Health Care Financing 
Administration (HCFA) have regulated durable medical equipment in the past, through fraud and 
abuse and reimbursement reforms for instance, th^ have tended to blindly cast the same net over 
the very different fields of orthotics and prosthetics. 

The lack of separate treatment between DME and O&P has resulted in widespread 
confusion and limited understanding of this small but critical component of rehabilitation in our 
health care delivery system. This ^lure to separatdy address and O&P often creates 
unintended consequences and unfiuriy punishes the orthotic and prosthetic fields for problems in 
other areas of the health care delivery system. Two recent examples of this is the inappropriate 
reclassification by HCFA of custom orthotic seating systems as "inexpensive/routinely purchased" 
DME and the fraud and abuse orthotic body jacket investigation conducted by the Office of 
Inspector General 

HCFA'S RECLASSIFICATION OF ORTHOTIC SEATIHC SYSTEMS AS DME 

Custom orthotic seating systems are designed and &bricated to meet the unique needs of 
people with severe physical disabilities requiring seating support usually associated with long term 
wheelchair use. Custom orthotic seating systems are needed in this instance to avoid serious 
health complications—such as decubitus ulcers and spinal collapse— and to maintain functional 
activities of daily living. Depending upon the severity of the patient, these customized orthoses 
range in cost from a few hundred to several thousand dollars. Until recently. HCFA reimbursed 
these orthoses using an orthotic L-codc and individually considered each device to determine a 
reasonable fee 

With the creation of Medicare's Durable Medical Equipment Re^onai Carriers, these 
custom seating orthoses were inapprc^riately reclassified as "inexpensivc/routinely purchased" 
durable medical equipment and assigned three difiToenl ^-codes," obviously not part of the 
orthotic and prosthetic L-code system. Instead ofindividually considering the fee for each custom 
seating orthosis claim, HCFA and the DMERCs now reimburse claims for these devices at a fixed 
allowable fee, regardless of the level of complexity involved in designing and developing the 
individual orthosis. Despite the feet that the descriptions for these three new K>codes include the 
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words, "orthotic" and "custom fabricated,”— which clearly demonstrate the propriety of 
reimbursing these devices under the L-code system— they continue to be treated as "one size fits 
all" dur^le medical equipment. 

The DMERCs have recently stated that this action was taken because these custom 
orthotic seating systems are merely permanent accessories to wheelchairs and not transfer^le. 
While custom orthotic seating systems are often fabricated to mount onto a wheclch^r, the 
DMERC's rationale fails to consider the frequent use of these devices, particularly among 
children, as transferable between wheelchairs, as car seats, and in a variety of other situations, 
including allowing one to sit independently supported at a table to eat a meal. 

HCFA and the DMERCs have been fiilly informed of this problem throughout the past 
several months, but have failed to remedy the situation to date. As a result, some of the very 
specialized orthotists who fit and fabricate these orthoses have begun to deny these services to 
Medicare beneficiaries. We point to this situation as an example of the problem of not 
recogniang the separate treatment of DME from orthotics and prosthetics. We request this 
Subcommittee, HCFA, and the DMERCs to consider reincorporating these newly-created K- 
codes into the L-code system where custom orthotic scaling systems truly belong and detennining 
for these orthoses based on individual consideration of each claim. 

THE OFFICE OF INSPECTOR GENERAL‘S TESTIMONY 

The Office of Inspector General (OIG) testified today on the issues of fraud and abuse in 
the area of durable medical equipment generally, and specifically as to the investigation of 
"orthotic body jackets." The OIG testified that "payments for [orthotic body jackets] went from 
$217,000 m 1990 to $18 million in 1992. We estimated that 95% of those payments were for 
devices more properly categorized as [prefabricated wheelchair] seat cushions, rather than body 
jackets." Seat cushions arc items of durable medical equipment that cost Medicare $200 to $3(K) 
per unit. tKn ''orthotic body jacket" is a thoracic-lumbar-sacrai orthosis (TLSO) designed for the 
treatment of spine or trunk musculoskeletal disordn-s such as fractures, spinal cord injuries, post 
surreal st^ilization, scoliosis, congenital defonnities, etc. The custom design and fitting of a 
TLSO requires sufficient medical knowledge of these complex disorders for one to possess the 
clinical and technical skills necessary to provide tlus complex and comprehensive orthotic service. 

This type of orthotic body jacket is identified as L-0430 in the Medicare O&P 
reimbursement system and has a reimbursement value of approximately $1,000 to $1,200. 
According to the OIG report, unscrupulous providers began submitting claims for simple seat 
cushions using the L-0430 reimbursement code in 1990. By the time HCFA identified this fraud 
and abuse, nearly $18 million in fraudulent claims had been reimbursed under this L-code in 1992 
alone. 


What the Inspector General did not mention was that the 5% of "orthotic body jackets" 
that were deemed by the OIG report to be "legitimate" claims were, in almost every instance, 
provided by certified orthotists "whose primary occupation is supplying orthotic and prosthetic 
devices to patients. The non-legitimate body jackets in our sample were supplied by Durable 
Medical Equipment (DME) suppliers that primarily supply DME equipment and supplies, not 
orthotics." OIG Report , p, 4, 

THE IMPORTANCE OF CONDITIONS OF COVERAGE 

Recognition of provider credentials in the delivery of quality orthotic and prosthetic care is 
a critical point ffiat we strongly request this Subcommittee consider when attempting to 
le^slativdy ferret out health care fraud and abuse in the Medicare program. NAAOP believes 
that an effective way to curb the type of fraud and abuse that occurred with orthotic body jackets 
would be to establish comiitions of coverage for reimbursement under the orthotic and prosthetic 
L-codes. By limiting reimbursement of orthotic and prosthetic services to qualified orthotists and 
prosthetists who are certified to provide these services, HCFA could dramatically reduce the 
likelihood of this type of fraud and abuse in the future, as well as, the additional costs of 
adjudicating these fraudulent claims. 
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Currently, as a practical matter, any provide who obtains a Medicare billing number can 
submit a claim for orthotic and prosth«ic reimbursem«it. Until 1992, HCFA’s Medicare policy 
carriers manual on orthotic and prosthetic coverage restricted r«mbursement to ABC-certified 
orthotists and prosthetists. HCFA changed its policy to allow O&P reimfcmrsement to any 
provider credentialed by a membership organization of the National Organization for Competency 
Assurance (NOCA). NOCA is not a credentialing organization, but rather a membership 
organization open to all organizations interested in credentialing issues. 

Realizing this error in recognizing the NOCA and instead of limiting reimbursement to 
practitioners qualified to provide comprehensive orthotic and prosthetic care, HCFA further 
expanded the range of providers eligible to provide O&P services reimbursable under the 
Medicare L-codes in September 1994. HCFA, therefore, currently has no substantive restrictions 
or apparent monitoring procedures as to who is qualified to submit orthotic and prosthetic claims 
under the Medicare program. 

HCFA, has potemi^ly exacerbated the likcdthood for the type of fraud and abuse that 
occurred with orthotic body jackets by recognizing and allowing '‘anyone credentialed by any 
certification organization in orthotics and prosthetics* to acquire an O&P provider specialty code 
and use the L-code designations in submitting orthotic and prosthetic reimbursement claims. This 
HCFA Medicare carriers manual policy change only increases the likelihood for fraud and abuse 
and provides virtually no control over the use of the O&P L-codes Further, HCFA's relaxation 
of its conditions for orthotic and prosthetic coverage may lead to further proliferation of "new” 
orthotic and prosthetic credentialing organizattims wishing to meet the relaxed requirements for 
orthotic and prosthetic reimbursements. 

The creation of orthotic and prosth^c conditions of coverage under the Medicare 
program, therefore, would serve to promote quality control of orthotic and prosthetic health care 
services provided to Medicare beneficiaries and would lead to ea^ identification of fraudulent and 
abusive activities by unqualified providers. HCFA should contider reincorporaiing the ABC 
practitioner certification and facility accreditation standards into its conditions for O&P coverage. 
These certification and accreditation standards include physical facility requirements and the 
prerequisite that an ABC-certified practitioner be employed full-time in an O&P facility. 

CONCLUSION 


N AAOP welcomes the oppominity to work with this Subcommittee, the Health Care 
Financing Administration, and the Durable Medici Equipment R^onal Carriers to eliminate 
fi'aud and abuse in the Medicare program, to appropriatdy regulate orthotics and prosthetics 
separately from durable medical equipment, and to ensure the provision of the highest quality 
orthotic and prosthetic care to Medicare beneficiaries Thank you. 
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February 16, 1995 


BY OVERNIGHT MAIL 


Philip D. Moseley 

Chief of Staff 

Committee on Ways and Means 

U.S. House of Representatives 

1102 Longworth House Office Building 

Washington, D.C. 20515 

Re: Hearings on Medicare Issues 


Dear Mr. Moseley: 

These comments are being submitted on behalf 
of the National Association of Long Term Hospitals 
('•NALTH'') for inclusion in the printed ifecord of 
the Subcommittee on Health's hearings on Medicare 
issues. The hearings were held on February 6, 7, 
and 10, 1995. We welcome the opportunity to 
submit these written comments. NALTH invites 
participation in future hearings which the 
Subcommittee on Health may hold on Medicare issues 
related to long term care hospitals and the 
patient population they serve. These comments 
address three issues which NALTH believes are 
important to the future of the Medicare program. 

1. Selective rebasing for long term 
hospitals which meet a disproportionate 
share test; 

2. Issues related to Medicare patients 
who "crossover" to Medicaid status; and 

3. Opposition to a moratorium on new long 
term hospitals. 

BACKGROOND ON NALTH 

NALTH' s member hospitals are typically not 
for profit and have participated in the Medicare 
program for many years. Most of NALTH' s members 
have participated in Medicare from the inception 
of the program. NALTH member hospitals are long 
term hospitals as that term is defined in the 
Social Security Act and implementing regulations. 
Long term hospitals have a variety of programs to 
serve the a diverse, catastrophically ill and 
disabled population. In areas where long term 
hospitals do not exist, these patients remain in 
PPS hospitals as "extreme outliers" or, in some 
instances, experience repeat admissions between 
PPS hospitals and nursing facilities. 
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ISSUES 


I. Selective Rebasino of Dieproportionate Share 
Long Term HoapitalB. 

A. The Problem. 

Medicare currently pays long term care hospitals amounts 
which in many cases are well below actual costs. The target 
amount for most NALTH member hospitals is based on costs incurred 
in 1982 or 1983 or later years for a hospital which joined the 
Medicare program after 1983. These base year costs are increased 
by update factors, however, the update factors are below 
established hospital market basket indices and fail to reflect 
changes in treatment methods, technology, labor and other costs 
which increased at rates in excess of the update factors - 

B. Proposal. 

NALTH proposes selective rebasing of long term care 
hospitals to a more current year. To qualify for rebasing, 
hospitals would be required to satisfy two criteria. First, the 
hospital must establish that it has two consecutive years of 
losses ( i . e . . Medicare costs were greater than the TEFRA target 
amount) . Second, the hospital must meet a low income patient 
load test. The low income patient load test would require that 
the hospital's Medicaid and Medicare SSI population equal 25% or 
more of its patient population, or that the hospital had been 
certified as a long term care hospital on or before fiscal year 
1989 and was located in a state which provides no coverage under 
its Medicaid program for patients who have exhausted the Medicare 
day limit, i . e . . 150 days, and become Medicaid eligible. 

The Congressional Budget Office has previously scored this 
proposal to cost $4 million in 1994 and $5 million each year 
thereafter- A copy is attached as Attachment "A". 


II . Medicaid Issues Related to Medicare Beneficiaries 

Who Exhaust Their Medicare Hospital Dav Limit Benefit. 

A, The Problem - 

The Medicare program provides ninety (90) days of inpatient 
hospital coverage in any given spell of illness and a one time 
use of sixty (60) additional days which constitute so-called life 
time reserve days. A spell of illness begins with the first day 
a Medicare Part A beneficiary benefits is provided inpatient 
hospital services or extended care services and ends on the 
sixtieth consecutive day in which the patient is neither 
hospitalized nor an inpatient in a skilled nursing facility. 
Social Security Act, §1861(a). The chronically ill patients 
served by long term care hospitals typically exhaust their 
Medicare coverage. This is in part the reason why the average 
length of stay of long term hospitals exceeds twenty- five days. 
Often times patients come to long term care hospitals only after 
having experienced recurrent hospitalizations in PPS hospitals 
during the same "spell of illness". As a result, these patients 
often have exhausted or greatly reduced the number of Medicare 
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covered days available to them prior to admission to a long term 
hospital . Patients who do not have Medigap coverage and who 
exhaust their Medicare coverage must “spend -down” their assets in 
order to qualify for Medicaid coverage- However, Medicaid 
coverage varies greatly from state to state. Some states have 
extremely short Medicaid day limits for hospital stays. At least 
one state provides no hospital coverage for patients (sick, 
elderly and SSI) who exhaust their Medicare hospitalization 
benefits. These hospital limits may be adequate for the younger 
Medicaid populations. (The Medicaid Program typically covers 
families on aid to families with dependent children.) However, 
these limits are grossly inadequate for the severely ill elderly 
population. NALTH believes that the legitimate needs of the 
Medicare "crossover" population are different than the vast 
majority of Medicaid recipients who are predominantly young women 
and children. NALTH believes the elderly population could be 
adversely affected by a block grant type of program aimed at the 
AFDC population. 

B. NALTH* 8 Suggestion to Finance Removal of the 
Day Limit for Most Beneficiaries. 

1. The day limit on inpatient hospitalization would not 
apply to Medicare beneficiaries, except as provided in 
Number 7, below. 

2. All coinsurance and deductibles would remain in effect 
and be subject to current financing mechanisms, e . q . . 
Medigap, etc. 

3. HCFA would annually determine and publish the 
incremental costs (premium) for beneficiaries to "buy 
in" to the unlimited hospital Medicare inpatient day 
coverage . 

4. Uniform federal standards for certification of Medicare 
supplemental policies under Section 1882 of the Act 
would require that Medigap insurance separately price 
components of offered supplementary insurance so that 
Medicare eligible individuals are able to compare, on a 
timely basis, the price of purchasing insurance for 
supplemental inpatient hospital benefits from a Medigap 
insurer or from the Medicare program. 

5- Medicare-eligible persons with resources who purchase 
unlimited Medicare hospital coverage would choose 
between the government and Medigap plans . Where the 
government price is lower, and the beneficiary elected 
government coverage, the insurer would be required to 
grant a full credit for the higher insurance cost when 
selling the remainder of the Medigap package to the 
insureds. For example, if the Medigap premium is $300 
and the government's "stay in place" insurance costs 
$15, while private Medigap coverage costs $25, a 
beneficiary who elected government coverage would pay 
$275 for Medigap coverage, $15 for "stay in place" 
coverage Medicare insurance and would save $10. 

6. States would maintain effort and "buy in" to the new 
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Medicare hospital benefit for individuals who would, 
under current rules be Medicaid eligible. 

7. Individuals who could not afford to purchase Medigap or 
the new federal “buy in" insurance as determined by the 
Secretary due to the unavailability of resources or 
income at a specified percentage of, or above the 
national poverty level, would be entitled to the 
federal “stay in place" coverage. Individuals who have 
resources or income which exceed the poverty level 
established by the Secretary and who voluntarily choose 
not to purchase Medigap or the federal "buy in" 
coverage would spend-down until they meet Medicaid 
eligibility standards and then would be included in the 
Program . 

As noted above, many NALTH member hospitals currently are 
reimbursed at rates which are significantly below the cost of 
caring for Medicare beneficiaries. Repeal of the day limit will 
increase the losses suffered by these hospitals. For this reason 
NALTH recommends that the repeal of the day limit and selective 
rebasing of long term care hospitals be enacted together. 

The Congressional Budget Office had previously scored the 
repeal of the day limit in connection with the Medicare 
Catastrophic Coverage Act. The cost estimate for fiscal year 
1992 was $420 million. A copy is attached as Attachment "B". 

This is approximately $11 - $12 per beneficiary per year. We are 
unable to determine whether this includes savings which would be 
realized from the Medicaid program as a result of repeal of the 
Medicare hospital day limit. The Medicaid program generally pays 
for additional care for Medicare individuals who exhaust their 
inpatient hospitalization benefits. These funds could be 
redirected to pay for the repeal of the day limit. 


Ill . Opposition to Moratorium on New Long Term Hospitals. 

NALTH is aware of suggestions by HCFA for a moratorium on 
new long term hospitals. NALTH believes a moratorium on new long 
term hospitals is unwarranted and counter-productive. Data 
available to NALTH indicates that payment on a per diem basis to 
long term hospitals is less than outlier payments to PPS 
hospitals. NALTH also believes, but cannot demonstrate that in 
undeserved areas a spectrum of patients experience repeat PPS 
admissions from nursing facilities which would not occur if the 
patient received services in a long term hospital. Also, it 
should not be forgotten that long term hospitals have programs of 
care such as rehabilitation for the medically frail patient which 
may not be duplicated in a PPS hospital setting. The clinical 
goal for these patients is to regain a health status which does 
not require continued inpatient care and results in discharge to 
the patients' homes. Also, classes of patients with specialized 
program needs such as those with AIDS (who are Medicare eligible 
due to SSI) , the elderly who experience unexpected behavioral 
changes and require comprehensive medical and psychiatric testing 
are best served in long term hospitals who specialize in caring 
for these patients. 
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NALTH would be pleased 
should the Committee desire 


to further address these issues 
further information . 


Sincerely, 


Edward D. Kalman 
General Counsel 
BEHAR & KALMAN 
Six Beacon Street 
Boston, MA 02108 
(617) 227-7660 


EDK : jan 
nalth\pdm. let 
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AmCHMENI "A" 


Proposad Policy for Bsbasiag Long Tam Bospltnla 
e Participating aa a long taxa hoapltal 

o Baa dlsproportlonata ahara patlant paroantaga of at laast 25 
percent 

o Sustalnad a Medicare operating loaa (after any adjustnents) 
for two lamadlately preceding coat reporting periods 

a Eligible for rebaslng nalng PX 1952 ooat report 


Rebaslng cost aetlnate should be net of any anounte that would be 
likely to be recognized through adjustnent procesa, as wall aa 
ttie SO percent ooat-sharlng for oosta betwaan the target and 120 
plaroant of the target. 


SENT BYiXlTOX Tiltcoplir 7031 ! T-tS-H i SiOlPII i 


ISSSfiN 4 


d) Eabaaa long-tara neipltaia aa daaetlbadi 

m4 ma ma m? ma hjtal 
outlays $4 $S $B $a tt $2S 
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ATiAaim^ "B" 

HEDICAHE cat. coverage act 

PJ. 100-3M 
(|«ta35] 

2. STATEMENT BBOASDmO NEW BUDOET AOTHOBITT AND TAX 
EXPENDtTDBXS 

In compliance with cUuae 2(1XSXB) of Rule XI of the Rules of the 
House of Representatives, the Comraii^ states that the letter 
Itom the Congressional Budget Office indicates that there is a 
change in bud^t authority and that tlwie are no new or increased 
tax expenditures as a result of the bilL 

3. COST ESTIMATE ntEPABSD BT THE OONOKESSIONAL BtnXIEr omCE 

In compliance with clause 2(1X3XQ of Rule XI of the Rules of the 
House of Representatives requiring a coat eattmate prepared bjr the 
Congression^ Budget Office, the following report prepared hy CBO 
is provided. 

CONGRESSIONAL BUDOET OmCE COST ESTIMATE 

1. Bill numbfr H.R. 2470. 

2. Rill title; The Mcdieorv CaUalraphie Pratection Act of 1987. 

1 Bill sutna: Ae ui ileted reported bp the CofnmiUce on Wove eed Meana on Map 
19 . 1987 . 

t. Bill purpoee: To amend tiUe aVui of the Soda] Securitp Act to provide protee. 
lion agtiatt catastrophic medical expenaea uadar the Medicare profmm. and for 
other purpoaee. 

'v Ertimaced coat to the Federal Govemmeat: 


Pi lea mo. a 0*0 a aasii 
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STATEMENT OF THE NATIONAL ASSOCIATION OF MEDICAL DIRECTORS OF 
RESPIRATORY CARE 

The National Association of Medical Directors of Respiratory Care is a membership 
association whose members serve as medical directors In just under 2,000 hospitals 
nationwide. Our members generally are board certified pulmonologists with a srnall 
minority of anesthesiologists. In our capacity as medical directors of respiratory care we 
are extremely familiar with virtually all aspects of the facet of the Medicare durable medical 
equipment company (DME) benefit that authorizes coverage and payment for home 
oxygen. That component of the Medicare program has received a fair amount of attention 
in recent months, particularly related to a report of the Office of the HHS Inspector 
General, "Oxygen Concentrator Services." 

As background, it is important to emphasize the objective, clinical focus of our comments. 
We believe that we speak authoritatively on behalf of pulmonary medicine in this country 
and have provided input time and time again to the OIG and the Health Care Financing 
Administration on issues related to the OME oxygen benefit. In fact it was our organization 
that condensed the HCFA Certificate of Medical Necessity for home oxygen (HCFA Form 
484) into a workable, well accepted one page check-off form. 

It is our understanding that the Congress may be considering, in response to the OIG 
study, a shift to competitive bidding for oxygen, modeled after the approach of the 
Department of Veterans Affairs. We strongly urge the Congress not to adopt that 
approach because we believe it will adversely affect the care Medicare beneficiaries who 
suffer from chronic obstructive pulmonary disease (CORD) currently receive. We do have 
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an alternative recommendation that will address direcdy the problem of payment levels for 
oxygen concentrators and simultaneously, we believe, address other related problems 
inherent with the current statutory limitations for payment of oxygen. 

THE PROBLEM: Simply stated, the current statute is supposed to recognize all oxygen 
therapy modalities equally. Whether a physician orders a concentrator, a liquid system, or 
a gaseous system, the supplier receives the same payment. The statute was designed this 
way to eliminate cost based reimbursement that had rewarded the use of liquid systems. 
In a short time after the passage of the "six point plan" the use of concentrators shot 
upward and the use of the more costly liquid systems dropped. There was no clinical 
reason for this shift. It occurred, regardless of what the physician had prescribed. "We 
only do concentrators" became a popular refrain of suppliers when queried by physicians 
or patients who suddenly found the concentrator replacing the previous system. 

It does not take a strong background in mathematics to determine that the profit margins 
for a concentrator are very attractive to suppliers. And, for understandable, BUT WRONG 
REASONS, the VA also noted the relatively low cost of concentrators. The VA began a 
competitive bidding process for providing their constituency with concentrators, regardless 
of the medical need of the patient. A single concentrator with a maximum 50 foot tether 
meets the medical needs of no more than 1 5 - 20% of the Medicare beneficiary population. 
We seriously question whether it meets the medical needs of the VA population. 
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The COPD population is increasingly mobile, thanks to innovations in oxygen delivery 
systems, A portable oxygen system that allows the COPD patient to leave his/her house 
and visit friends, do grocery shopping, and numerous other activities of daily living outside 
the home is an integral part of the Medicare home oxygen benefit. Not so with the VA. 
The typical VA contract that we are familiar with, again, meets the medical needs of a very 
small portion of the truly homebound, probably bed bound COPD population. 

Furthermore, a strong inference of the OIG report focuses on sheer overutilization of 
oxygen therapy. NAMDRC pushed HCFA to adopt specific objective medical criteria for 
a Medicare beneficiary, documented on the Certificate of Medical Necessity, in order for 
oxygen to be a covered supply. The criteria are well documented in the medical literature. 
Therefore, overutilization can occur only when fraudulent 484s are submitted by a supplier, 
and all parties to such a fraudulent submission, including physicians, should be prosecuted 
vigorously. 

While there may be a tendency to note the significantly higher rates of oxygen 
consumption in the United States as compared to other countries, we would cite the 
following: "Patients who qualify for long term oxygen therapy are being identified earlier 
before advanced stages of lung disease occur. There is greater awareness of the 
indications for long term oxygen therapy among physicians and allied health professionals 
and a wide availability of suppliers to provide the service and equipment. Mechanisms for 
reimbursement are readily available for most patients who qualify for home oxygen therapy. 
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Since the indications for long term oxygen therapy and requirements for reimbursement 
have been well defined In the United States, it is increasingly unlikely that home oxygen 
therapy is prescribed unnecessarily, and more patients who would benefit from oxygen 
therapy are able to receive it. Failure to identify patients who might qualify for therapy and 
the lack of financial resources, equipment and suppliers are reasons for less use of home 
oxygen therapy in many other countries.**’ 

NAMDRC fully acknowledges there is little question regarding Medicare payment for 
concentrators. It is too high. With the actual acquisition cost to a supplier for a 
concentrator in the $800 - $ 1 1 00 range, the current monthly payment is inflated. Liquid 
systems, on the other hand, are less attractive to suppliers because of higher 
maintenance/service costs. Regardless of the clinical appropriateness, concentrators are 
the modality of choice for many suppliers, a decision driven by dollars, not medical 
appropriateness. 

THE SOLUTION: As much as we believe that the Medicare program has absorbed an 
inordinate portion of cuts the past 15 years as the Congress has reckoned with budget 
matters, it seems truly fruitless to attempt to convince Congress to find other sources of 
cuts. We genuinely believe that we have absorbed more than our fair share of cuts since 
1981 and believe that additional cuts, regardless of the political popularity, eventually 
reduce the care, the quality and access of Medicare beneficiaries. 

' O'Donohue WJ. Jr., Plummer AL Magnitude of Use and Cost of Home Oxygen Therapy in the United 
States, Chest 1995; 107: 301-302 
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So, tor the sake of discussion, let's assume that the Congress, in its infinite wisdom, 
reduces all oxygen payments 3%. Based on current law, that still leaves a definable pot 
of money for home oxygen therapy. We believe that pot of money ought to^ be 
redistributed within the various oxygen modalities, reducing payments for concentrators 
and raising payments for liquid systems, maintaining budget neutrality based upon the 
reduced pot of money. Because concentrators account for the vast majority of the 
Medicare home oxygen therapy benefit (see attached data from HCFAl, a 20% reduction 
in concentrator payments can be used to boost liquid payments approximately 50%. Our 
rationale for this approach is both medically and fiscally sound. Based upon preliminary 
conversations with the Health Care Financing Administration, together we believe that this 
is a workable cost saving solution. 

One important issue raised by the OIG study, however, should be addressed by the 
Congress, particularly if the Congress is serious about saving money while continuing to 
provide home oxygen therapy for approximately 500,000 Medicare beneficiaries. That 
issue is the question of service and the total absence of standards in the area of home 
oxygen therapy. Congress must mandate appropriate standards for suppliers to assure 
that a supplier complies with the specific modality of oxygen cited on a physician 

nrfl«r*f!ntinn with an\/ nm«norfi\/o thpfp mM<»f hp to 
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For 1993 HCFA paid (i.e., allowed charges) the following amounts of oxygen: 


Stationary-Rental-Gaseous Oj-I unit = 50 cu. ft. 
Stationary-Purchase-Gaseous Oj 
Portable-Purchase-Gaseous Oj 
Portable-Rental-Gaseous Oj 
Portable-Rental-Liquid Oj 
Portable-Purchase-Liquid Oj 
Stationary-Rental-Liquid Oj-1 unit = 10 lbs. 
Stationary-Purchase-Liquid Oj 
Gaseous Oj-Owned system-1 unit = 50 cu. ft. 
Liquid Oj-Owned system-1 unit = 10 lbs. 
Portable-Gaseous Oj-I unit = 5 cu. ft. 

Portable Liquid Oj-I unit = 1 lb. 

Oj Concentrator-High Humidity-244 cu. ft. 

Oj Concentrator-High Humidity-488 cu. ft. 

Oj Concentrator-High Humidity-over 1952 cu. ft. 
Oj Concentrator- :< 2 L/Min. 

Oj Concentrator-2-3 L/Min. 

O 2 Concentrator-3-4 L/Min. 

Oj Concentrator-4-5 L/Min. 

Oj Concentrator- > 5 L/Min. 

Oj and HjO Vapor Enriching with Heater 
Oj and HjO Vapor Enriching without Heater 

TOTAL 


$ 15,319,055 

15,351 
5,411,404 
80,707,053 
28,358,944 
253,487 
170,081,107 
46,489 
608,990 
755,999 
442,986 
31,573 
1,927,844 
39,318 
8,974 
269,038,396 
209,048,031 
118,447,124 
214,632,398 
62,821,678 
3,159,829 
3.475.578 

$1,169,312,553.00 
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STATEMENT OF PETER J. FERRARA 
SENIOR FELLOW 

NATIONAL CENTER FOR POLICY ANALYSIS 


Medicare faces an overwhelming financial crisis. Hie latest annual trustees’ report 
for the Hospital Insurance (HI) portion of the program shows that it will likely fall short of 
funds to pay promised benefits within 5 or 6 years. Moreover, even before then, rapidly 
growing annual deficits in the HI program will begin adding large amounts to the total 
Federal deficit. By 2000, the annual deficit in HI will be over $40 billion, increasing the 
total Federal deficit by that amount. 

The Federal government’s general revenue contributions to the Supplementary 
Medical Insurance (SMI) portion of the program will also have to soar rapidly in order to 
pay all promised benefits. By 2000, the annua! general revenue contribution to SMI will 
climb to about S 100 billion. Counting this along with the deficit in HI, Medicare will be 
adding almost $150 billion to the total Federal deficit in 2000, about three-fourths of the 
total Federal deficit today. 

Over the long run. the financial gaps in Medicare just grow ever wider. By the time 
those entering the work force today retire, payroll tax revenues under the government’s 
intermediate projections will be sufficient to pay only about 30% of promised HI benefits. 
Paying all promised benefits to these workers would require an increase of over 3 times on 
the total HI payroll tax rale, from 2.9% today to almost 10% in 2040 and beyond. By 
comparison, the total payroll tax rate for Social Security, including retirement, survivors, 
and disability benefits, is 12.4% today. 

Under so-called pessimistic projections in the latest annual trustees’ report, current 
payroll tax rates would sufficient to pay only about 16% of promised HI benefits when 
today's young workers retire. Paying all promised benefits to these workers would require 
an increase of almost 7 times in the current HI payroll tax rate, from 2.9% today to 20.26% 
in 2040. The HI payroll tax rate alone would then be over 50% higher than the total payroll 
tax rate for Social Security today. 

The general revenue financing burden for SMI would similarly skyrocket. By the 
time today’s young workers retire, this annual contribution would be $340 billion to $485 
billion in constant 1995 dollars, under the intermediate to pessimistic projections. 

Moreover, financing all promised Medicare benefits would require an equivalent 
Increase in the monthly premiums paid by the elderly for SMI. Under the intermediate 
assumptions, by the time today’s young workers retire, premiums in constant U.S. dollars 
would have to increase more chan 9 limes over today's level. Even if we account for higher 
incomes in the future, the premiums would hove to be more than 4 times as large relative to 
income as today. In other words, the premiums would be of ihe same relative magnitude to 
incomes of the future as monthly premiums today of $185 per beneficiary, or $370 dollars 
per couple, amounting to $2,200 per year per individual, or $4,440 per year per couple. 

Under the “pessimistic” projections, premiums would have to increase more than 
13 times in constant 1995 dollars by the time today’s young workers retire. Or. accounting 
for higher incomes, the premiums would have to be almost 9 times as large relative to 
income as today. In other words, the premiums would be at the same relative magnitude to 
incomes of the future as monthly premiums today of $360 per beneficiary, or $720 per 
couple, amounting to $4,320 per year per individual or $8,640 per year per couple. 

Bad Solutions 

Means Testing. Some would attempt to solve these problems by means-testing 
Medicare. Benefits would then be reduced, or possibly eliminated altogether, as income 
ri^s. But such means-resting would effectively constitute a tax on savings, Investnrent and 
work. Those who save and invest more during working years to have a higher income in 
retirement would find that higher income causing a reduction in Medicare benefits. Those 
who work and cam more during retirement years would be similarly penalized. This 
effective (ax burden would result in less savings, investment, work, and economic growth. 

Forcing all the reductions on only one small part of the population would also be 
unfair. In addition, this approach would never produce enough savings to completely 
solve the Jong term problems of the program. 

HMOs for Medicare. Another approach is to push the elderly into HMDs to 
receive their Medicare benefits. At a minimum, the elderly would be offered some 
incentive that would be available only if they choose to receive their Medicare benefits 
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through an HMO. The HMOs would then be expected to produce cost savings for 
Medicare. 

This amounts to a policy to utilize HMOs to effectively ration health care for the 
elderly. President Clinton’s health care reform plan last year attempted to adopt the same 
policy, which proved to be highly unpopular with the general public. Such rationing is 
wrong because the government would be restricting the essential freedom of citizens to 
choose and control their own health care. Any choice of HMOs for Medicare benefits must 
be on a level playing field with all other options. 

Increased Medicare Premiums. About 25% of the costs for SMI, also known 
as Medicare Part B, come from premiums paid by the elderly. These premiums have 
already increased to stiff levels, amounting to about $500 per year per retiree, or about 
$ 1 ,000 annually per elderly couple. 

Some now propose to raise these premiums two times for higher income retirees. 
But this is just another way for the government to grab even more money for a failed 
program, without addressing its fundamental problems. It would discourage savings, 
work and economic growth the same as described above for means testing. It would also 
again unftiirly force the burden on just one small group. Nor could this approach ever 
remotely produce enough revenue to solve the program’s problems. Indeed, the premiums 
under cun'ent policy would already grow to unmanageable levels for the elderly, as 
described above. 

In the late I980’s, the government increased Medicare premiums mostly for the 
higher income elderly to fund new catastrophic benefits under the program. The elderly 
responded with a political firestorm that forced repeal of the taxes and the benefits. What 
will the elderly say when ihe premiums are similarly raised, but without the new benefits? 

A Proposal for Reform. There is a better way. Medicare benefits can be 
reformed to ensure that the program spends no more than the amount of revenue coming in 
each year. Moreover, the program’s revenues can be reformed to ensure that they impose 
no more than a reasonable manageable burden. 

The first component of such reform would be a commitment to hold the Medicare 
payroll tax to its current rate of 2.9%, without any increases to address the program’s long 
term financial deficit. The payroll tax is already far too high, excessively burdening 
employment with a discouraging levy. 

Along with this, the annual general revenue contribution to Medicare Pan B would 
be capped to grow no faster than the rate of economic growth. The ntonthly Medicare 
premiums for the elderly would also be capped to grow no faster than income growth. 

This would ensure that Medicare financing would not become a greater relative burden over 
time. 

The Medicare benefit smiciure would then be changed by adding a front end 
deductible automatically adjusted each year to be large enough to equalize expenditures with 
the program’s revenues. Beneficiaries would have to bear iniiial expenditures each year up 
to this deductible amount before receiving any Medicare benefits. Retirees could pay for 
such expenses directly, or purchase private insurance to cover some or all of the added 
deductible. 

This deductible amount would start small and grow slowly over time, perhaps 
amounting to a few hundred dollars after the first 10 years or so. By the time today’s 
young workers retired, the amount would likely have grown to a few thousand dollars per 
year in today’s terms. But these workers would have many years lo prepare for this 
development, through increased IRA savings, for example, or other means of providing for 
additional retirement income. 

The key lo this proposal is to recognize that Medicare revenues and benefits would 
still increase in real terms at the rate of real economic growth over time. They would just 
grow no faster than such real growth. Surely, given the persistent Federal deficit, and the 
overwhelming long term Medicare financial crisis, we cannot increase benefits even faster 
than that. If the economy grows faster, or health costs grow more slowly, the added 
deductible would automatically grow more slowly over lime. 

Several additional features would make such reform more appealing. IRAs should 
be expanded so that long term savings to pay for the added deductible would be more 
feasible. Vouchers could be provided to the poor sufficient lo enable them lo purchase 
private insurance to cover the added deductible. Medicare benefits could be provided 
without the current limits that leave the elderly exposed lo the most catastrophic expenses. 
This would cost very little overall, but would allow the elderly to focus on financing only 
the more routine front-end expenses. If the Medicare retirement age were expanded slowly 
over time to age 70, then the amount of the increased deductible would be substantially 
reduced. In addition, under the reform, the elderly would avoid the burden of higher 
Medicare premiums relative lo income over lime. 

Perhaps most importantly, the elderly should be allowed to take their per capita 
share of Medicare funds and use it to contribute to a Medical Savings Account combined 
with high dexluctible catastrophic insurance, or buy any other private insurance or HMO 
coverage of their choice. This would allow the elderly to each choose the benefits and 
other features they prefer. The cost control incentives of MS As would substantially reduce 
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Medicare expenses over lime, reducing the level of the added front-end deductible. 
Moreover, through this option, the elderly could escape the rationing and reduced quality of 
care that is increasingly being imposed on them under Medicare. 

Under this reform. Medicare would add no more to the Federal deficit in the future 
than today, because future benefit growth would be tied to revenue growth. Indeed, the 
reform would produce enormous budget savings over time. Remarkably, the long-term 
Medicare financing crisis would be solved as well, as Medicare would spend no more each 
year than it takes in. Over time. Medicare would be reformed into a more rational program 
protecting the elderly against high medical expenses, but not attempting to pay for all 
routine expenses. In addition, the higher deductibles and MSAs are the best possible 
means of controlling rising health costs under Medicare. 

Such reform would admittedly be highly controversial politically. But in the 
context of the Federal deficit and the overwhelming long term Medicare financial crisis that 
requires fundamental reform, in any event, this proposal is the best of the alternatives, 
politically as well as economically. It protects workers from increased taxes while still 
allowing real benefits to grow with the economy, and providing maximum freedom of 
choice, and other important highly appealing advantages for the elderly. Opponents would 
have to argue that taxes must be increased so that real benefits can grow more rapidly than 
the economy, not a generally appealing proposition. 
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Naiion.ll Comniiiiei* i: 
PrcsofA'c Social So ■ ':r 
and Wod'cati. 


Statement of 



The National Committee to 
Preserve Social Security 
and Medicare 


The National Committee to Preserve Social Security and Medicare, a 
grassroots education and advocacy organization representing millions of 
senior Americans, submits this statement for The Subcommittee on Health 
of the Ways and Means Committee hearing on the subject of "Controlling 
Growth in Medicare Costs" and “Medicare Reform and Innovation." The 
National Committee's mission is to protect, preserve, promote and ensure the 
financial security, health, and the well being of maturing Americans of 
current and future generations. 

Before Medicare, health care for a retired or disabled person depended 
on individual wealth or the generosity of family, friends, physicians or 
local health care institutions. When this wealth and generosity were not 
available, retired and disabled people often went without care when they 
needed it most. 

Medicare has enhanced life for millions of Americans and their 
families. While increasing productive years of life for beneficiaries. 
Medicare has also helped support the development of health care facilities 
and medical education. In the years since 1966, when Medicare was 
implemented, much has been learned about reversing life- threatening 
illness, relieving pain and recovering lost functional capacity. Americans 
of all ages and degrees of health are benefitting from this program, because 
it protects whole families from much of the cost of acute health care for 
senior or disabled family members. 

Medicare is working veiy well. To access to quality care and choice 
of provider. "Do no harm!" should be the guiding principle as we consider 
possible Medicare “reforms". Citizens want pruclent spending but we also 
want the insurance we pay for to be in place when we need it. In general, 
large systems require continuous evaluation and refinement, and Medicare 
is no exception. "Innovations" may be found that will increase efficiency, 
hold down cost and eliminate waste, but let us not jump at just any strategy 
that is advertised as cutting cost. We must ask "whose cost is being cut?" 
and "who benefits from these cuts?" Will Medicare really pay out less? Will 
individual beneficiaries get less choice, coverage and quality of care? 

!n seeking ways to improve Medicare this nation must always keep 
the individual beneficiaiy in focus. Medicare's 36 million beneficiaries are 
overwhelmingly satisfiecl with this insuran:e which assures poriabOity, 
renewability. wide choice of providers, does not exclude preexisting 
conditions, does not change the ground rules of coverage when people are 
sick and need care and gives the individual standing to dispute decisions 
about coverage Some of the changes being promoted as Medicare reforms 
would diminish these protections. 

Preserve the integrity of the system 

Subsidies for low income beneficiaries make sense, but income-based 
premiums do not. Medicare is not a welfare program. The general fund, 
which partially subsidizes Pan B, has already been progressively financed 
by Individual income taxes. Beneficiaries pay a premium in addition. If 
premiums are to be income-based, the value of the insurance will 
undoubtedly diminish in the public eye and Medicare may lose its broad 
support. 

We should avoid new co-pays that will Involve new administrative 
i»sts and erect further barriers to seeking needed medical care. Medicare 
beneficiaries already pay much of their health care out-of-pocket and 
existing co-pays keep some from getting care. If new co-pays are imposed, 
fewer low income people will seek care and medigap premiums will 
increase. Please look instead at the prices of services, and ask what a fair 
price should be. 

(ilontrol inflation in private sector health care 

Increased Medicare expenditures reflect the desired outcomes of the 
program: longer lives and more beneficiaries. But they also reflect the 
inflation in private sector expenditures driven by entrepreneurial pricing of 
services. Medicare accounts for only 17% of the nation's health care 
expenditures, but is serving the populations that need the most health care. 
Medicare may pay less than private insurers because of its large volume of 
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claims and careful reimbursement policies, but prices in rhe private market 
are continually driving up charges. 

If private sector health care inflation can be checked. Medicare will be 
able to serve its beneficiaries more economically and other people will be 
better able to afford private insurance. Many complicating factors can 
interfere. One new concern is that mergers of health care corporations may 
place monopolistic control of provider rates in the hands of a few 
companies. Ami-trusi action is needed to prevent this. 

Health care consumers do not have the expertise to judge their own 
health care requirements and the relative risks of cost saving choices. 

Health care is not a typical market commodity because it involves 
specialized knowledge beyond that of most consumers. Often medical care 
is not optional because basic survival is at stake and as a result people do 
nor have the luxury of shopping around for care. Citizens need the 
protection of some basic cost and quality controls, as they do with 
necessary utilities. 

Reduce cost within the Medicare program 

Controlling fraud can save much more than it cosis. Strategies to 
reduce fraud have been developed by the HHS Office of the Inspector 
General (OIG). and strides are constantly being made, with a reported $80 
savings for every dollar invested. The Semi-annual Repori of me ^Inspector 

dollars of unnecessary Medicare expenditures, including an estimated $85 
million that private insurers should have paid, and an estimated $47 
million paid for physical therapy that was not medically necessary. 
However, greater funding is needed for more OIG investigations as well as 
routine audits to compare seaices or equipment billed with those received, 
to examine excessive utilization of services, variations in quality, and 
unreasonable pricing. Carriers and intermediaries must be held responsible 
for much of this. We hope that unwarramed charges for supplies now are 
more likely to be intercepted with reimbursement authority consolidated in 
four regional carriers, but inconsistencies and abuses are still a problem. 
Providers and health care professionals should also be expected to report 
questions of inappropriate pricing, and billing. 

Other suggestions for Medicare Savings 

.Merging Medicare Pan A and .Medicare Part B could reduce 
administrative costs and perhaps eliminate double charges. Pan B billing 
for services and supplies that should be covered by Part A reimbursement 
should be examined in nursing homes certified under Medicare and 
Medicaid. 

Continuous evaluation of pricing of services is needed to 
appropriately control Medicare reimbursement rates for providers. 

Particuiariy in the areas where reimbursements are cost based 

Stricter criteria for utilization of covered services may be needed and 
justification required for frequency of visits. Medicare subsidies for 
institutional capital investments and professional education should be 
reevaluated. 

Skilled Nursing Facility (SNF) Increased utilization and growing 
exceptions to the SNF cost limits should be evaluated in light of the care 
actually delivered Where exceptions are warranted, a mechanism is 
needed to assure reimbursements are appropriately used for direct patient 
care If prospective payment is instituted for Skilled Nursing Facilities this 
mechanism will also be needed. Transferring patients from hospitals to 
nursing homes to save Medicare dollars is not Jusiified unless the care 
provided is excellent. 

Hospital out-patient increased utilization is the area of greatest growth 
in Part B expenditures. Titis is an area recuiring greater scrutiny. 

Medicare's basis for reimbursment should be reevaluated and beneficiary 
co-payments should be based on Medicare reimbursmenis. rather than the 
hospital charges. 

Home Health Agency growth in utilization and Medicare 
expenditures should be evaluated. More acutely ill patients are being cared 
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for at home to save hospital costs. This health care market is an area of 
ffeatly increased entrepreneurial activity. Quality of care, acceptability to 
beneficiaries and family caregivers and pricing of services should be 
examined. 

"Managed care" for Medicare beneficiaries 

Managed care companies prosper by enrolling healthier and younger 
people, emphasizing preventive care, and limiting utilization of acute care 
services. They have little experience in caring for the populations that need 
most acute and post-acute care - older seniors and the disabled. 

Medicare savings anticipated by managed care may be exaggerated. 
Currently Medicare does not save money according to recent evaluations. 
Some adjustment to the reimbursement rates may change that but might 
also reduce the incentive for HMDs to sign up Medicare beneficiaries. It is 
hard to compete with Medicare which pays providers less than most HMOs. 

Managed care options should be made available to Medicare 
beneficiaries who might want them for greater benefits or lower out-of- 
pocket cost, as long as federal standards, safeguards and appeals rights are 
fissured. There should also be an assured option for seeking care outside 
rbe plan when special expertise is needed to treat a life or occupational 
threatening situation. Perhaps Medicare could establish a financing pool for 
covering this. 

Beneficiaries should not be required to join managed care plans. 
Medicare's pre-payment for care per person is based on average costs in a 
geographic area. How can a managed care plan survive under such an 
financial arrangement ocher than by limiting needed services to the more 
costly patients? Elderly, frail people should not be subjected to prolongued 
wailing for services. They should not have to give up Medicare full acute 
care, billed Nursing Facility or Home Health coverage because they joined 
a managed care plan. Reportedly some HMOs set aroiirary limits on days 
of service, that significantly cut needed rehabiiimilon services that are well 
justified under Medicare's criteria. 

If beneficiaries are going to be involved in managed care programs 
the plans muse be required to meet federal standards of access, structural 
components, quality of care, patient Information and marketing. 

Information about all providers in a plan must be given to 
prospective enrollees. including in-patient and out-patient institutional 
facilities, primary and specialist physicians and other health care 
professionals. A beneficiary should have the option to choose a plan that 
serves his special needs (a person with diabetes should be able to choose a 
plan with diabetes experts; a heart patient might want a plan with 
experienced cardiologists and heart surgeonsV Also, prompt notice to 
beneficiaries of changes In participating providers must be given in 
advance of a provider s change oi status or leaving a plan. 

Information about geographic location and nours of availability of 
all provider institutions, emergency facilities, participating physicians and 
other health care professionals must be made clear. 

Information about oui-of-pockei costs must be clearly spelled out to 
prospeaive and new enrollees as well as information about a plan's 
procedures and policies for holding down costs (e g., incentives for 
physicians re limiting utilization, referrals to specialists, tests) must be 
explained to beneficiaries. 

Choice of primary provider and the ability to change primary 
providers must be assured. 

Provision must be assured for retirees to be able to receive care in 
different parts of the country, as many retirees change residence with the 
seasons. 

Grievance and appeals processes must assure review within a few 
hours for denials of requested urgent care. Information about how to use 
grievance and appeals steps must be provided to all enrollees. Access to 
HHS hearings and federal court review appeals must be assured for 
Medicare beneficiaries. 

Medicare Select, a iower-cosi Medigap program, was designed to 
increase participation in managed care. Enrollees In this 15 state 
demonstration program agree to receive care within preferred provider 
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networks. They may use other Medicare providers, but sacrifice Medigap 
coverage when they do. Medicare Select preferred provider networks are not 
governed by federal standards and appeal rights that offer some protection 
to Medicare beneficiaries in other managed care arrangements. It would be 
adviseable to require federal protections of beneficiaries as required with 
other managed care arrangements. Safe harbor legislation has allowed 
discount deals waiving collection of co-payments. U is not clear that care Is 
being managed in any way that cuts Medicare expenditures. Medicare 
Select providers should also bear some risk if beneficiaries are dissatisfied 
and want to enroll in a traditional Medi^p plan. Congressman Stark's 
proposed Medicare Beneficiary Protection Act of 1995 will institute needed 
protections in the Medicare Select program and wisely extend the 
demonstration period to permit further evaluation. It also strengthens 
protections for Medicare beneficiaries in other managed care options. 

The National Committee supports all efforts to assure the solvency and 
Integrity of Medicare to best serve beneficiaries. 

We are concerned that In the rush to transform and restructure 
Medicare senior citizens will wind up with less choice and higher costs. In 
the future, further expansion of Medicare coverage will be needed as new 
knowledge and technolo^ improves health care capability. Eventually, 
Medicare coverage shoula include an out-patient prescription drug benefit 
and certain preventive screening measures. 
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STATEMENT TO THE COMMITTEE ON WAYS AND MEANS 
SUBCOMMITTEE ON HEALTH 

Subject: Hearing held on February 7th on Medicare premiums 

Person su bmitti ng statement 
Gerald S. Parker 
11 Shore Acre Drive 
Old Greenwich, CT 06870 

Capa cit y 

Retired citizen, age 78, with 30 years experience in health 
insurance management with The Guardian Life Insurance 
Company of America 

Represent ing 
Himself only 

The objective of the hearings should be to reduce the 
rate of growth of the cost of Medicare to the taxpayers. The 
need to do this does not seem to penetrate the consciousness 
of the several organizations purporting to represent senior 
citizens. However, all seniors are not ignorant of the need 
to avoid bankrupting the country. 

One obvious place to start is the Part B deductible. 
Raising that is, in effect, increasing the premium. It must 
be close to 15 years since it was raised to $100 from the $50 
that had then been in effect since 1966. It should be raised 
to $200 or $300 now and probably indexed every few years 
thereafter . 

With respect to Part A, it's already indexed annually, 
and I see no benefit pattern modification that would be 
helpful in saving money and practical to administer. That 
leaves means testing. 

The professional advocates for the elderly keep 
trumpeting the fallacy that " You paid for these benefits and 
earned them. Don't let the Congress take them away from you." 
To be fair, much of the blame for that misunderstanding lies 
at the door of Congress, which made that sort of assertion 
for years in its determination to capture the elderly vote. 
But it was never true, never intended to be true, and is now 
a complete falsehood of which the organized advocates should 
be ashamed. I am sure they know the truth! 

It seems to me that a reasonable approach would be to 
make a charge, deductible from Social Security monthly 
pension benefits, to people who can afford it. It could be 
levied on taxable incomes of, for example, $50,000 or more 
and perhaps graded up somewhat for those with taxable incomes 
exceeding $100,000, $150,000 and $200,000. Charges could be 
made for Part A, and perhaps for Part B also if it is needed. 
And at that level, impoverished elderly and the lower income 
half of the "middle class" would escape most of it. If 
taxable incomes would be too difficult to keep track of, 
adjusted gross incomes could be used, beginning at somewhat 
higher levels. 
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Miriam J. 'Ramirez <£e Jerrer MX> 
'I^esident, Puerto 'Ricans in Civic Action 



Siatsment: Contract With America 

Sub-Commitee on Health 
Hearings on the “ Medicare Reform " 

February 10, 1995 

Mr. Chairman and Honorable members of this Committee: 


We respectfully request to have the following testimony introduced in the written 
record for the February 10m 1995 Medicare Reform hearing. 

This testimony, which was presented to the Sub-Committee on Welfare of the 
Ways and Means Committee during the February 2, 1995 hearings on Welfare 
Reform, are our our views regarding what should be the impact of the Contract 
with America on Medicare for Puerto Rico. 

As a physician, I have devoted my medical career to give medical services to the 
needy in Puerto Rico as an Ob-Gyn for the Health Department. The great 
majority of my patients are poor people, whose incomes fall below the poverty 
line, and whose means of support come from welfare programs. These 26 years 
have given me the opportunity to feel first hand the needs of the people who will 
be affected by the proposals in the Contract with America. 

• But, you are right ! .... The American Welfare system is broken . 

Puerto Rico endures the same sad story as every other state. It is sad that 
$14.6 billion dollars in federal funding and tax credits have not markedly 
changed the quality of life for those it intended to. 

Federal programs have created a welfare culture in major United States cities. 
These have held hostage generations of families in a web of overlapping federal 
handouts which promote dependency, illegitimacy, unemployment and anti- 
ethical values. 

The hopes of many are with this new Congress. We encourage you to practice 
radical surgery to stop the billion dollar hemorrhage of federal funds throughout 
the Nation. State and territorial governments are hammered by the myriad of 
bureaucratic rules for over 300 federal assistance programs. What a waste ! It 
would be vastly more efficient to consolidate these into five or seven block- 
grants with clear guidelines. 
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“President, Puerto Picons in Civic Jtction 



Remember the conservative revolution of the Reagan years, with the President's 
“state's rights agenda" ? This Congress should learn from the block grant that 
replaced the Food Stamp Program. It was the outcome of the Reagan 
conservative agenda. 

The block-grant did not work because it was the only assistance program. Partial 
welfare reform, without the extension of all other programs, failed to give Puerto 
Rico the' edge to produce the shining results of President Reagan's vision of 
empowering local government. We endorse block grants, but with clear federal 
guidelines 

In order to eradicate the conditions which trap welfare recipients in a state of 
cultural and economic poverty, we urge Congress to establish clear guidelines to 
expand the JOBS programs, and to limit cash benefits to a specific number of 
years. We support the creation of empowerment or enterprise zones to help our 
major cities generate more jobs. 

We support a complete restructuring of the American Welfare system. Put in 
place a system that promotes work, education, self sufficiency and family values 
in all the Nation, including Puerto Rico. Include the 3.6 million United States 
citizens in Puerto Rico, because we suffer doubly under the ill-focused federal 
assistance programs that are underfinanced. 

• The Federal “Safety Net "for United States citizens in Puerto 
Rico is incomplete. 

Unequal federal funding limits the benefits of former President Reagan's ‘Safety 
Net” for United States citizens, as more than 200,000 senior Americans in 
Puerto Rico live in substandard conditions. Congress established the 
Supplemental Security Income program (SSI) in 1972 to guarantee a minimum 
level of income to needy aged, blind, and disabled persons, which should 
include all U.S. citizens, and exclude aliens without established legal residence. 

However Congress did not expand SSI to Puerto Rico, since the program is 
funded from the general US Treasury Fund and we do not pay full Federal 
Taxes. In contrast, we qualify for all other Social Security entitlements, as we 
have been paying Social Security contributions. 
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We urge Congress to rectify this unequal treatment, and to finance the extension 
of the Supplemental Security Income by extending the Federal Income Tax to 
Puerto Rico, and phasing out the archaic practice of “cover overs' of Federal 
custom duties and excise taxes to the Puerto Rico Treasury. 

• We are ready to assume equal responsibilities . 

The United States citizens in Puerto Rico are ready to assume increased 
resportsibilities. We already contribute $2.2 billion in Social Security taxes. 
We should not be treated different than the residents in any other states. In 
addition to unequal treatment under the Supplemental Security Income, the 
United States citizens in Puerto Rico are treated unequally in the Medicaid, 
Medicare, Aid to Families with Dependent Children and Food Stamp programs. 

We want equal treatment through the Contract Proposal Welfare Refonn, re- 
focusing our goals on self - sufficiency, work fare and family values. 


WE PROPOSE THAT CONGRESS: 


1. Gradually extend the federal tax system to Puerto Rico over a 
5 year period, while during the same time, phase in all federal 
programs, in order to shift some of the burden of operating 
our great Nation to the United States citizens in Puerto Rico. 

2. Phase out the cover- overs of Federal custom duties, fees, and 
excise taxes and the Possessions Tax Credit over a five (5) 
year period. 

3. Establish economic incentives such as President Reagan’s 
Enterprise zones to help reduce unemployment in all affected 
areas. (Empowerment zones.) 
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THE UNITED STATES WILL BENEFIT FROM THE POSITIVE EFFECTS OF 
EXTENDING THE FEDERAL INCOME TAX SYSTEM TO PUERTO RICO. 


1. It will help to balance the budget : 

With the proposal for a Balanced Budget Amendment, the U S. taxpayer will 
find some relief when we share the fiscal burdens through our contributions. 
As it stands presently, there is no relief in sight for the US taxpayer, but with 
the Contract with America, all U.S. citizens can help carry the load and 
realize the benefits of a sound fiscal future. 

According to the Congressional Budget Office, extending the federal tax code 
to Puerto Rico would result in more than $2 billion in annual federal 
revenues. Additionally, the complete phase out of Section 936 tax credit 
would produce and additional $2 billion , according to the latest tax 
expenditure estimates of the Joint Committee on Taxation. This would result 
in a total of approximately $4 billion annually. 

The next table shows the amount of federal revenues that will be collected in 
Puerto Rico in the years 1999 and 2000, after the extension of the federal 
tax system: 


1 

1999 

2000 

Total change in Federal revenues 
from Puerto Rico sources (millions) 


$2,244 

New excise taxes 

$395 

$414 

Custom duties 

103 

171 

Rum excise tax 

265 

268 

1 Individual Income tax 

809 

846 

1 Tax on Puerto Rico Corporations 

519 

545 


( Source: Congressional Budget Office, April 1990) 
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2. Working families in Puerto Rico, who earn mostly wages would pay 
lower federal income taxes than their current local tax burden . 

The Puerto Rico taxpayer pays more state income tax than their fellow 
citizens in most of the other States of the Union. We are not equally treated 
in the U S. Budget, so the government of Puerto Rico must levy high local 
income taxes In order to give services to the people. 

Since federal income tax has not been extended to Puerto Rico, the middle 
class will not benefit from those changes to the tax return proposed by the 
Contract with America. The extension of the federal income tax system will 
allow our working families to enjoy the benefits of higher tax credits for 
children, personal exemptions, and lower tax rates. The Contract's capital 
gains tax cut would also help spur investments and the economy in the 
island. 

It would also allow Congress to extend the Family Reinforcement Act 
provisions In the Contract with America to Puerto Rico. 


3. Thousands of high income individuals who now escape taxes legally 
through tax loopholes in the local tax system would have to pay federal 
income taxes . 

For example, interest on mortgage backed securities, known as Ginnie Maes, 
and interest on U.S. Treasury bonds are exempted from local income tax, but 
not federal income tax. Investors in Puerto Rico earned about $100 million in 
interest income on these instruments, and nearly $1 billion in manufacturing 
and tourist enterprises which receive partial tax exemption under local 
income tax laws 






579 


Miriam J. 'Ramirez de Jerrer MD 

‘President, Puerto ‘Ricans in Civic i/iction 



4. United States taxpayers will be pleased to know that all who benefit 
from the United States budget, will have to pay their share. “ If you play, 
you pay ." 


5. Puerto Rico's “burden sharing'* will restore the dignity of the United 
States citizens in Puerto Rico. 


6. It would bring justice to the hard working families yyfio liye on wages 
which are subject to withholding source and who carry the burden of 
paying for the Puerto Rico budget . 

The burden will be shared by all, as the Internal Revenue Service extends its 
enforcement power and uncovers the extensive underground economy in 
Puerto Rico. As loyal American citizens, people will recognize the importance 
of filing returns. ( Read: Federal liability ) 

7. Both the Governor of Puerto Rico. Dr.Pedro Rossello and the 
Resident Commissioner. Carlos Romero Barcelo Esq., have publicly 
endorsed this concept (See newspaper clipping) 


President Reagan's state’s rights conservative agenda got its start 
in a modeC BCock-grant jrrogram to Puerto "Rico; let's complete the 
Reagan revolution -with fud appCication of the jrrorvisions of the 
Contract ■with Jimerica in "Puerto Rico. 
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POSITION PAPER OF 

HONORABLE CARMEN I. nSUOANO BE MOKIO 
SKRETARY OF HEALTH 
OF TUE COMMONWFJU.'ra OF PUERTO RICO 
BEFORE THE SUBCOMMITTEE ON HEALTH 
OFTIIF, 

COMMHTEE ON WAVS AND MF^NS 


INTRODUCTION 


Haalth cara la the second largest service sector within the 
Puerto Rican economy, the first being education services. The 
salary contribution generated by this sector amounted to $3S9.6 
million in 1993. The haalth care industry comprises over 25* of 
the jobs and compensation of the service sector. During 1992, the 
health care industry accounted for 41,460 jobs in the hospital 
sector, or 70* of the labor force of this industry. Furtbermora, 
this sector represents about 20 * of the labor fores of the entire 
Puerto Rican eervloa Industry. 

During 1991, the federal minimum wage want into affect in the 
health care industry. In addition, the local mandatory decree 
applicable to the professional services Industry raised the minimum 
wage to $5.00 par hour. These changes had a eignlf leant lagiact on 
the haalth cars industry coats eund is evidence of the industry's 
vulnsrablllty to all changes, including changes in federal 
regulations as well as in other economic variables. 

In conclusion, the health care industry - and sspecially the 
hospitals - have two important roles in the local economy. First, 
the Industry generates a significant number of jobs. Secondly, it 
fulfills its fundamental role of promoting and maintaining the 
haalth of the Puerto Rican population. 


HOSPITAL FACimiES 

Puerto Rloo has 77 licensed hospitals, of which 30 are public 
and 47 ara prlvata. Private hospitals include profit and not-for- 
profit Inatltutions . Two of the private hospitals are currently 
closed. 

For the period of October 1, 1991, through Septsmbar 30, 1992, 
there were 3*4,345 patient admissions of which 243,244 wars within 
tha prlvata inatltutions. During the same period, the private 
hospitals generated 50 admlsaions per bed, while the public sector 
generated 4*. These figures indicate the Importance of private 
hospitals to tbs Puerto Rico health cara system. 
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URDKRAI. PAMICTATIQN 

Puurto Rico has a special ralationshlp with the Ihilted States 
oonoaming federal aeBistanco , eepeclally in respect to the 
Hadicare and Hedlcaid programs . In the case ofMedkald, fliertt Ktca has Hie ihHH 
largest MeHkttU-HliHhle papulation because of Us poverty level, yet It receives the lamest pemetUage 
ef federal cmarOmtlaae. This situation has placed a traoendoue burden on 
the local government which is rasponsibla for providing adequate 
care to the Indigent population. 

With regard to Medicare, Puerto Rico entered the Prospective 
Payment System in 1987, following lobbying efforte by the Puerto 
Rico Hospital Association and the government of Puerto Rico. Upon 
approval by Congress of tho Prospective Payment System for Puerto 
Rico, a special formula was designed by Congress that provided a 
standardized amount determined as follows: 75% of the Puerto Rico 
hospitals historic average cost per discharge and 2S% national 
average. 

This formula was fixed from the beginning, unlike U. S. 
hospitals which went through a three year transition before 
reaching the 100% national rate. At the time, the Hospital 
Assooiation and the health care community called attention to the 
unfairness of the proposition. Furthermore, thefarmula has been challenged 
not only on the basis of Us unfalmets, but on the Imsts that U does not aceurately reflect the cost 
structure qf hospitals in Puerto Rico, especially when confronted with public 
hospitals costa. 


INACCyHATSffg RAgg 

One of the main concerns is that the base year selected for the formula did 
not acearately reflect hospUttis’ costs for various reasons, among which are: 

1., Public hospllals failed la recognize all costs. Examples of these are 

ownership and Indirect costs, which wars mostly omitted. 

2 . loch qf a uniform charge structure automatically deprived the 
public hospitals of 2% of their allowable costs, thus 
undsrstatlng the costs used In determining the Puerto 
Rloo Component. 

3 . The labor compmertt mas determined from totally Inadequate data in which 
many contracted services were nlssing. In addition, labor 
rates were significantly lower because the minimum wage 
bad not gone into effect in the health oara industry 
until 1991. 



582 


In ganaral , tfu formula hax huiU-in tnequUies whereby a hospital whh a high salary 
smmtuw Is pstmOatd, while a hospOal with a tow salary strueture it rewarded. This 
oraatad poor Inoentivea for the low salary structure hospital to 

Inoreoae aalarlas. 

It Is obvious that the Infomation upon which the formula was 
oonstructed Is Inaccurate, This Is evidenced by the fact that the 
ttandabor component qfthe DKG ’s formula Is abma S0% for Puerto Rico when compared to other 
regbrns In the United States. 


MnsioNAL njERm uco ADjumn ofcratinc 

; RTAWPARDliKP AMOUNTS, lABQKffJON LAHOK 


1 

l^rj{o nriiMi arcuK 

Ollier urban ereas | 


( itUor- 
reliited 

Nonlabor* 

related 

Labor* 

related 

Nonlabor- 

roiated 

H N«w Hu^tid 

S2.fl40.62 



*1,119.82 

1 Middle Atlaoiic 


1.038.44 

2,551.42 

1,022.00 

1 South Atlaailc 


I.063.2I 

2, 61128 

1,046.38 

y East North Coutral 


1.158.55 



2,846.52 

1,140.20 

Halt South Central 



2,468.53 

988.80 

West North Coutral 



2,668.26 

1,068.80 

West South Ceotral 

2.6JK.8J 

1,057.01 

2,397.06 

1,040.27 

Mouotam 

2.621 

1,050.22 

2,580,37 

1,033.59 

Paciiie 

2.680.57 

1.073.72 

2,638.13 

1,056.73 

Natiooal 

2,«)I% 

1,074.69 

2,682.96 

1.074.69 

Puerto Rico 

Z,4I6J7 

ja3J3 

2J7JU)2 

4SW36 


Puerto Rico is an Island. Therefore, moat of its products are 
imported from the U,S. mainland, which represents a tremendous 
souroe of business for U.S. enterprises. All items imported into 
Puerto Rico, with a few exemptions, are taxed from 6.6% up to 19%. 
In addition, overseas freight and Incidental shipping and handling 
coats are significant. Consequently, it would be erroneous to 
assums that Puerto Rico's cost of materials, supplies and equipment 
to bo equal or lower than similar costs in the mainland. 
Therefore, it would be impossible for the nonlabor related costs to 
be 50% lower. 
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PR WAGE INDEX COMPARED TO mUER Si AT ES 


Areolbo, lowest in PR 


*3798 

Aguadllla, Highest In 

PR 

.4758 

Caguas 


.4373 

Ponce 


.4518 

San Juan 


.4367 

Mayaguez 


.4533 

Mississippi, lowest In 

DS 

.6577 

California, Highest In 

US 

1.4658 


Another problem with the formula 1b the wage Index applied to 
Puerto Rloo. Puerto Rico's wage Index ranges from .3798 to .4758. 
ff m compare Aguadttta’s, Puerto Rico wage Index (.4758), which Is the isUmd’s hig/test, to 
Hattiesburg, Mississippi’s wage hidex (.6577), which Is the lowest In the V.S. mainland, we can 
observe a d^girence ^ .1819 or 38%. if we also compare Aguadllla's wage 
Index (.4758), with Oakland, California's wage Index of 1.4658, 
which 1 b the highest In the United States, we observe a difference 
of .99 or 208%. 


FEDERAL CAPITAL PAYMENTS 

We also need to emphasize another major difference between 
Puerto Rico and the rest of the states in regard to the payment 
methodology, specifically, the federal capital payments. This 
payment Is computed by taking the DRG Relative weight multiplied by 
the Federal Capital rate. This factor Is then multiplied by the 
Federal portion of Capital rate times the Geographic adjustment 
factor times the Large urban add-on (this last factor dose not 
apply to Puerto Rico, at present). The following an the major problems with 
the formula: 


1. The federal capital rate for Puerto Rico Is $289.87 
which, when compared to the national rate of $376.83, 
represents a lower rate of $86.96 or 30%. 

2, The geographic adjustment factor (GAF) In Puerto Rico 
ranges from .5153 to .6013 as shown In following table. 
These GAFi are subslaatially lower than that of next lowest geographic area 
defined by HCFA, which Is Mississippi at .7506, which represents a dfferenee ^ 
25%. 
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Gapqraphlc Adluatment Facto r 


Aguadllla, highest In PR 

.6013 

Areclbo, lowest in PR 

.5153 

Caguas 

.5676 

Ponce 

.5804 

Kayaguez 

.5817 

San Juan 

.5670 

Lowest In USA 


Mississippi 

.7506 

Highest In USA 


California 

1.2994 


Aa a result of tha foregoing, the hospitals In Puerto Rico 
Individually olalm losses In their services to Hadlcare patients. 
This la dsnonstratsd by accunulated statistics from the Medicare 
cost reports of tha past several years. Following are soma 
comparative statistics of Puerto Rico public and private hospitals. 


GOVRRNMICMTAL HOSFITAI.S INFATieNT COST 
COMPARH) TO MRUKiiRE PAYMENT RECEIVED 
FROM TUE YEAH IVIW TTItlOllCU I!)S*2 



19f(8 

19H9 

1990 

1991 

1992 

Inpati<ml Cost 

S.11,08S 

J44.H33 

$51,934 

$50,840 

153481 

Medtcsre Paymont 

$34,910 

155.(174 

$50,909 

162447 

162,396 


Notd: 000*9 Omittad 


PRIVAI'E IIOSPITAtS INPATIENT COST 
COMPARED TO MEDICARE PAYMENT RECEIVEO 
FROM HIE YF.AK I9M* TIIROUCU 199Z 



1988 

I9H9 

1990 

1991 

1992 1 

Inpatient Cost 

184494 

$122457 

$127,875 

$154417 

1175,463 1 

Medicare Paymeau 

1102,796 

$130,017 

1130,943 

$153404 

1172461 1 


Nalfl; QOO's Osoitted 
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Aa sbown In tha above table, during tbs period fron 198B 
through 1992 Hedlcara Inpatient costa Increased from $84,594 to 
$175,463 or about 2004, while Medicare Payments Increased from 
$102,796 to $176,561, or about 167%. ff this trtnd eontlmes It wtU huvt a 
iwastatUtg Impact on privtttt hospUats. please, refer to Exhibit I 


MEDICARE PART B 

The Health Care Financing Administration provides payments to 
physicians based on a physiaian fee schedule, which is daterralned 
by three factors: 

1. A nationally uniform relative value (RVU). 

2. A Geographic Adjustment factor (GAP) for each physician 
fee schedule area. 

3. Nationally uniform conversion factor (CF) for surgical, 
nonsurglcal and anesthesia services. 


The Geographic Adjustment Factor (GAF) for a fee schedule area 
is equal to a weighted average of the individual geographic 
practice cost indicee (GPCI), for each of tha three components of 
a physician's service. 

1. Work ^estimated value of physicians time) 

2. Practice expenses and overhead (office rent supplies, 
equipment, staff salaries and fringe benefits) 

3 . Malpractice expense 


These indexes are combined into a Geographic Adjustment Factor 
which determines tha proportion of payment for a service provided 
in a particular region. Thus, the formula is: 

RVU multiplied by GAF multiplied by CF ” Payment 

Technically, RVU factors for each of the three resources used 
in providing the specific service (work, practice expenses, 
malpractice) are multiplied by a corrosponding GAF factor for each 
of the resources (and then added together) before being multiplied 
by tha conversion factor. 


Example . 

For HCPCS code 42182, Repair Palate, performed in Des Moined, Iowa, in 1993 
you would multiply 

(1) die work RVU by the work GAF (3.87 x 0.997=3.86), 

(2) the practice expense RVU by the practice expense GAP (3.56 x 0.966=3.44), and 

(3) the malpractice RVU by die nialpraclicc GAF (0.39 x 0.666=0.26). 
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Thasa three factors would be added together (7.56> and then, 
aultlpllad by the conversion factor for surgical service ($31,962 
in 1993), which equals $241.63. Every physician performing this 
procedure In the Oes Moines, Iowa area would be paid $241. 63 In 
1993. 


THIS SAME EXAMPLE IN PUERTO RICO WOULD BE AS FOlJ.OVyS! 
Example 


For HCPCS code 4-2182, Kepatr Palate, performed in Puerto Rico, in 1993 you 
would multiply 

(1) the work RVU by the GAP (3.87 x .882=3.41), 

(2) the practice expense RVU by the practice expense GAF (3.56 x .763=2.72), and 

(3) the malpractice RVU by the malpraclicc GAF (0.39 x 4.66 =0.18), 


Add them together (6.31) and multiply the sum by the 
conversion factor for surgical services ($31,962), which equals 
$201.68. Every physician performing Oils procedure wouU be paid $201.68 In 1993, a 
rtyference qf $39.95 (20%) hes than Iowa. 

During the year 1994, Puerto Rico was the geographic region 
with the lowest paymeitt rates. This was due to the fact that two 
of the three cost component index values for Puerto Rico were the 
lowest. During the year 1995, Puerto Rico is the geographic region 
with the lowest cost component. 


Puerto Rico’s GPCIs Compared to Lowest Values 
1994 



Work 

I'raclkn 

Ei[pcn.<(e 

Molpraaico 

CAP 

l*uofto Rtco 

0.882 

0.763 

0.466 

0.813 

Lowosl m US 

0.942 

(Vcnmml) 

0838 

(Mfannippi) 

0.407 

(lonnesEoe) 

0.886 

(Arkantna) 


Puerto Rico's GPCIs Compared to Lowest Values 
1995 



Work 

I'jpenw 

Malpractice 

GAF 

Puerto Rico 

0.883 

0.739 

0.268 

0.794 

T.,owest in US 

0.936 

( S. iJukotn) 

0.H09 

(Mmtnin) 

0.349 

(lodiana) 

0.880 

(S. Dakota) | 
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Aeeardli^ to a study pnpartil by fjtwia - VJII, a health policy and raaaarcb 
flra, tt was dsumbtsd that th» assumptions and I or prosy mtasuns, ttstd to dturmtne th» 
GPCb, Wirt ^lesttoiuMe In the east of Puerto Rico due to the significant 
dlffarancas between the aconony of Puerto Rico and that of the 
united States nalnland. 


FOLLOWING ARB THE MA.IOR WNDINCS O K IHE LEWIN-VHI CTUDY 


1. HCFA does not estimate the value of physicians' tine directly 
(l.e., by measuring physician wages.)- Rather, It uses an 
index created from the average hourly earnings of a stuaple of 
"professional" workers (including engineers, lawyers, 
teachers, and. others) to capture regional variations In the 
value of physicians' time. Differences between the economy of 
Puerto Rloo and that of the typical mainland location make the 
relative eamlnge of professional workers an Inappropriate 
proxy for the relative opportunity cost of physicians' time In 
Puerto Rloo. 

2. HCPA does not measure physician office rants directly. 
Rather, it uses a Housing and Urban Development (HUD) Index of 
msldintlal apartment rent to capture regional variations In physician ifftct rent expenses. 
The assumptions underlying this proxy measure 2 ure not 
satisfied In the case of Puerto Rico because of a multi-tiered 
real estate market. 

3 . HCFA does not taka Into account the higher shipping and 
handling costs for medical supplies and equipment incurred by 
physicians in Puerto Rico. 

4. HCFA's survey of malpractice liability insurers found that 
nominal malpractice premiums in Puerto Rico did not change 
from 1986 to 1992. 


CONCLDSION 


In conclusion, the lowest labor and nonlabor components, wage 
Index, geographic adjustment factor and federal capital rate does 
not necessarily mean these are Incorrect. Puerto Rico is and 
should be a region with lower figures. However, we consider HCFA has 
combined Incorrect data and Inappropriate assmn0lom which have significantly reduced the rates 
and figures drastically In the case of Puerto Rico. 

In the caee of physicians payments, for example, many of the 
measurements made by HCFA In the calculation of practice expanse 
are not direct measures of actual expenses, but indirect proxy 
measures. The validity of these proxy measures rest, in many 
instances , on assumptions that are inappropriate In the case of 
Puerto Rico, 
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In connaction with the DHC formula applied to Puerto Rico, the 
fact that It haa been static since October 1, 1987 (75/25), is a 
factor having a substantial impact on the financial stability of 
the hospital reimbursed under PPS/DKG located in Puerto Rico. 

Five years after the implementation of PPS/DRG, there is a 
general consensus in the health care industry In Puerto Rico that 
the frozen formula imposed by the law has resulted In an unfair 
relmbureemant, forcing the hospitals to reevaluate their financial 
capacity to maintain high quality of services needed by Medicare 
beneficiaries. Hospitals in Puerto Rico claim that they have been 
under pressure to operate with less than the required funds as a 
result of the blended rate. However, they also have to comply with 
requlraments similar to ’ those on the mainland to qualify for 
reimbursement. The result Is that a substantial number of 
hospitals in Puerto Rico is either under financial difficulties, or 
Is already operating under the provisions of the Bankruptcy Act. 

It la obvious that the overa.1l objective of the general 
formula - which was to promote a strategy towards Implementlnq cost 
containment measures by awarding incentives for efficiency - was 
not to force hospitals into a bankruptcy setting. 

In Puerto Rico, the private medical plans do not take any more 
shifts from the Bodlcare program. Therefore, the continuouo 
underpayment to hospitals may eventually affect the health oare 
servlcee to all patients as hospitals will be deprived of the funds 
necessary to maintain themealves as technically competent 
institutiona and may not have the capacity to replace their 
equipment or to invest in more advanced technology. That Is why a second 
look at the Medicare /brmulas both for hospitals and physicians and Its components Is required. 



PRIVATE HOSPITALS 

INPATIENT COST & MEDICARE PAYMENTS 
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Testimony of Vaieriaoo Alicea-Cruz, M.D. 
President, Puerto Rko Medical Association 

Before the Subcommittee on Health 
of the 

Committee on Ways and Means 
February 1995 


Introduction: 

Thank you, Mr. Chairman, for the opportunity to testify before your committee on behalf of the 
physicians of the Commonwealth of Puerto Rico. As you know, the Health Care Financing Administration 
adjusts Medicare Part 6 payments to physicians across the United States and its possessions based on its 
estimate of the geographic variation in physician practice expenses. Those areas where practice costs are 
estimated to be relatively higher receive a higher payment, while those areas with costs estimated to be 
relatively lower receive lower Pan B payments for the same services. Bureaucratic costs would be 
meaningfully diminish if an universal formula is applied nationwide instead off regionally. You may not 
know that, based on these geographic cost adjustments, physicians in Pueno Rico receive the lowest 
Medicare Pan B payments of all physicians receiving payments. Moreover, these payments are 
substantially lower than those received by physicians in the next lowest geographic area defined by HCFA. 


How GPCPs Are Computed: 

HCFA computes indexes, called Geographic Practice Cost Indices (GPCIs), for each of the three 
components of physician payments: (1) the "work" GPCI, which estimates the value of the physician's 
time; (2) the practice expense GPCI, which includes the cost of office rent, supplies, equipment and staff; 
and (3) malpractice expense. HCFA combines these indexes into a "Geographic Adjustment Factor" 
(GAF). The GAF determines the proportion of a full Medicare payment for services that physicians in a 
particular geographic region are paid. The average GAF across all regions is 1 .0. If the factor is 0.9 in a 
particular region, physician in that region receive 90% of the average Medicare Part B payment. 


Discriminatory Situation: 

Reduced Medicare payments adversely affect the incomes of physicians and health care workers 
in Puerto Rico. However, Medicare Part B reimbursements to physicians in Puerto Rico are, in the long 
run, not merely a matter of the incomes of physicians and the incomes of other health care workers. A 
policy which, in effect, consistently reimburses Puerto Rico’s physicians at lower rates than physicians in 
other geographic regions for the same services, when those lower reimbursement rates do not properly 
reflect underlying cost differences, will eventually result in fewer physicians and less access to he^th care 
for the people of Puerto Rico. This will adversely affect the welfare of both Medicare and non-Medicare 
patients in Puerto Rico. 
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Comparison of 1994 and Kstnnated 1996 GPCI’s: 

In 1994, physicians in Puerto Rico received about 81% of the average payment that physician 
received for a given medical service. This was the lowest payment rate of all the geographic regions 
defmed by HCFA. Physicians in the next lowest region received payments almost 9% tiighn than those 
received by physicians in Puerto Rico. Two of the three cost component index values for Puerto Rico, as 
estimated by HCFA, were the lowest of all regions. 

Under recent HCFA revisions to GPCIs, Puerto Rico will have the lowest repotted value for all 
three components. The 1996 GAF for Puerto Rico of 0.79 means that our physicians will receive payments 
that are 21 % lower than the payments received by the typical physician for the same services. Tte next 
lowest region will receive payments fully 1 1 % higher than Puerto R^. Table 1, included for the record, 
illustrates these points. 


Table 1. 

Puerto Rico's GPCIs Compared to Lowest Values: 1994 and 1996. 



Work* 

Practice 

Expeitfe 

MaJpraclke 

GAF 

1994GPCI8 



0.882 

mmmm 

0.466 

0.813 

Lowest (next 
lowest, if 
lowest is 

Puerto Rico) 

0.942 

(Vermont) 

0.838 
(rest of 
Missis5ip|>i) 

0.407 

(Tennessee) 

0.886 

(Arkansas) 


- 



0.883 

0.739 

0.268 

0.794 

Next Lowest 

0.936 
(S. Dakota) 

0.809 
(small cttH» in 
Eastern 
Mi^ouri) 

0.345 
(urbao/rest of 
Indiana) 

0.880 

($. Dakota) 


'The work GPCI reflects only 25% of the difference between the measured value of 
physicians' time and the national average. Hence, a work GPCI of 0.883 represents a measured 
index value of about 0.526. 
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We recognize that having the lowest value for the payment adjustment index does not necessarily 
mean that it is incorrect or that physicians in Puerto Rico are being treated unfairly. In any such 
calculations, some region will necessarily be the lowest. 

However, many of the measurements made by HCFA in the calculation of practice costs are not 
direct measure of actual expenses, but indirect proxy mea^res. The validity of these proxy measures rests, 
in many instances, on assumptions that we believe are inappropriate for the case of Puerto Rico. Because 
of important differences between the economy of Puerto Rico and the typical mainland economy, the 
relationship between these proxy variables and the true practice expense is likely to be significantly 
different in Puerto Rico compared to the economies of regions in the U .S. 


Findings and Recommendations, study by Lewin-VHI, Inc. 

Lewin-VHI, Inc., a health policy and research firm, has reviewed the calculation of the GPCIs and 
the assumptions underlying them for Puerto Rico, at our request. Their analysis incorporates data from a 
variety of sources including a special survey, conducted as part of this project, of approximately 200 Puerto 
Rico physicians. Four areas were found in which the indexes are based on assumptions and/or proxy 
measures which, due to significant differences between the economy of Puerto Rico and that of the US 
mainland, are questionable for the case of Puerto Rico. The following are the major findings and 
recommendations, which we cite directly from the Lewin-VHI, Inc. study: 

• Overall, the methodology used by HCFA is reasonable, given both the practical constraints 
on available data and the theoretical difficulties inherent in computing the indexes. 
However, many of the assumptions deemed reasonable for the mainland U.S. do not hold 
in the case of Puerto Rico. 

• HCFA does not estimate the value of physicians' time directly (i.e., by measuring 
physician wages). Rather, it uses an index created from the average hourly earning of a 
sample of "professional” workers (including engineers, lawyers, teachers, and others) to 
capture regional variations in the value of physicians’ time. Differences between the 
economy of Puerto Rico and that of the typical mainland location make the relative 
earnings of professional workers an inappropriate proxy for the relative opportunity cost 
of physicians' time in Puerto Rico. As an alternative, physician earnings are measured 
directly for Puerto Rico, adjusting the potential dependency of earnings on Medicare 
payments, and compared to that of US physicians. Based on a direct comparison of 
physician wages, HCFA should raise Puerto Rico's work GPCI value from 0.883 to 0.924, 
and increase the overall Geographic Adjustment Factor for Puerto Rico by 0.022, a 2.77 
percent increase. 

• HCFA does not measure physician offrce rents directly. Rather, it uses a Housing and 
Urban Development (HUD) index of residential apartment rent to capture regional 
variations in physician office rent expenses. The assumptions underlying this proxy 
measure are not satisfied in the case of Puerto Rico because of the degree to which rents 
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are subsidized in Puerto Rico, and because of a multi-tiered real estate market. Three 
alternative measures of rental costs indicate that, when controlling for quality, office cental 
prices in Puerto Rico approximate the U.S. national average. By making this adjustment, 
Puerto Rico's GAP will rise by approximately 3.2 percent. 

• HCFA does not take into account the higher shipping costs for medical supplies and 
equipment incurred by physicians in Puerto Rico. Data from shipping companies indicate 
that medical supplies and equipment are more expensive to ship from the U.S. mainland 
to Puerto Rico than within the mainland. Estimates indicate that if HCFA adjusts Medicare 
reimbursement rates to account for these additional shipping costs, Puerto Rico's GAF will 
rise approximately 0.02 percent. 

• HCFA's survey of malpractice liability insurers found that nominal malpractice premiums 
in Puerto Rico did not change from 1986 to 1992. The survey of physicians in Puerto Rico 
conducted for this study indicate that from 1989 to 1993, malpractice insurance premiums 
rose at an average aruitial rate of 5.9 percent. After adjusting HCFA's estimate to account 
for this premium growth, Puerto Rico's GAF will rise by approximately 0.2 percent due 
to this factor. 

The effect of these recommended changes on the Geographic Adjustment Factor for Puerto Rico 
is summarized in the following table. 


Table 2. 

Proposed Index Values and Revised GAF for Puerto Rico 



OHgM 


Phvsician Work GPCI 

0.883 

0.924 

Practice Expense GPCI: 



*'Noo|4iysicias Payroll Index 

0.499 

0.499 

-Rent Index 

0.752 

1.00 

"Supplies, Equipment, Miscellaneous Other 

1.00 

1. 01 

Index 



Malpractice GPCI 

0.268 

0.30 

GAF 

0.794 

0.S4S 


Coocluiioa 

Based on these recommetided changes, the GAF for Puerto Rico would incrcoe by t.4%. The 
GAF computed for Puerto Rico would remain the lowest of all geographic locations, as would the 
individual CPCIs. The effect of these changes on the national average is negligible. 
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We have suggested that the assumptions underlying the lower payment rates for Puerto Rico are, 
in several instances, inappropriate, and have adjusted the practice cost indexes using other data sources. 
If we apply the revised GAP for Puerto Rico to projections of its 1995 and 1996 Medicare Part B 
payments, we estimate that Medicare payments to providers in Puerto Rico would increase by 
approximately $1 1 million in 1995 and $23 million in 1996, in nominal dollars, over what they would have 
been under the original GAP. 

Adjustment of Medicare Part B payments to reflect geographic differences in practice expense is 
reasonable. However, the methods and data used by HCFA to make these adjustments are less than ideal. 
In the case of the Commonwealth of Puerto Rico, the assumptions underlying the proxy measures used to 
make adjustments to Medicare Part B payments, including the structure of wages among the professions 
and the market for office space, must be carefully evaluated. Errors that consistently understate practice 
expenses in Puerto Rico compared to the other localities are not only unfair to the physicians and health 
care workers in the Commonwealth of Puerto Rico but, in the longer run, to all the users of the health care 
system. 


Thank you, Mr. Chairman. 
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STATEMENT OF COLONEL FRANK G. ROHRBOUGH, USAF RETIRED 
DEPUTY DIRECTOR OF GOVERNMENT RELATIONS 
THE RETIRED OFRCERS ASSOCIATION 


MISTER CHAIRMAN AND DISTINGUISHED MEMBERS OF THE 
COMMITTEE 

This statement is submitted on behalf of The Retired Officers 
Association (TROA), which has its national headquarters at 201 North 
Washington Street, Alexandria, Virginia. TROA has a membership of 
more than 400,000 active duty, retired, and reserve officers of the 
seven uniformed services. Included in its membership are 
approximately 65,000 auxiliary members who are survivors of 
former members of the association. 

On behalf of TROA's members, we would like to thank the Chairman 
and other distinguished members of the House Ways and Means 
Committee's Subcommittee on Health for allowing us to submit our 
recommendations for the enactment of an innovative concept for 
reducing Medicare costs. 


INTRODUCTION 

Health care has always been regarded as the most important benefit, 
after military retired pay, for our members. Based on membership 
surveys, we know that many TROA members prefer Department of 
Defense (DoD) military hospitals as their primary source of health 
care. Over 90 percent of TROA members who use military medical 
facilities (MTFs) report they were satisfied or very satisfied with the 
quality of the health care they received. The quality of health care in 
military hospitals is further documented by the Joint Commission on 
Accreditation of Healthcare Organizations. Its survey results indicate 
that military hospitals generally perform better than most of their 
civilian community hospital counterparts. 

While quality of care in MTFs is judged as good, the availability of 
care has become increasingly uncertain, and inaccessible in many 
cases, forcing many, if not most, older retirees to seek health care in 
the private sector. This has imposed significant difficulties for retired 
families in many communities because many civilian providers 
already refuse to participate in the Medicare program. 

We applaud the efforts underway in Congress to make Medicare more 
cost-effective and to constrain its growing cost. Nevertheless, TROA is 
gravely concerned that further cuts to Medicare providers will mean 
fewer providers participating in Medicare, a further shifting of the 
cost of care to private insurers and citizens and - inevitably - 
rationing of care for the elderly. 
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THE OBSTACLES TO COST-EFFECTIVE CARE 
FOR THE DEPARTMENT OF DEFENSE 

Approximately 70 percent of TROA's members get their health care 
from civilian sources, primarily on a "fee-for-service” basis through 
the Civilian Health and Medical Program of the Uniformed Services 
(CHAMPUS) or Medicare. While "fee-for-service" gives individuals 
greater freedom to choose their own provider, it is generally more 
costly to them and the government. Responding to a national trend, 
many of our members are turning to managed care plans to assure 
access to comprehensive care. For example, more than 4,500 
Medicare-eligible military retirees and spouses in San Antonio, Texas 
are enrolled in PacifiCare's "Secure Horizons" Medicare health 
maintenance organization (HMO) plan. Retirees are selecting such 
alternative plans, despite the availability of two major military 
medical teaching centers in town, because Secure Horizons contains 
two ingredients that are missing from the Military Health Services 
System (MHSS) — continuity of care and assured access to quality 
health care services. 

Although many of our members express strong interest in joining 
DoD's new "Tricare Prime" — a managed care program which has 
been mandated by Congress and is to be fully operational by 1997- 
an extremely serious obstacle exists: Under current law, DoD 
cannot be reimbursed for Medicare-eligible retirees wbo 
would like to enroll, which effectively bars all older 
military retired beneficiaries from using it. Lacking Medicare 
reimbursement, DoD has no funding or financial incentive to treat 
military Medicare eligibles, thus they are being shoved out of 
the military health care system and onto Medicare. If that 
were not bad enough, CHAMPUS-eligible beneficiaries who enroll are 
abruptly disenfranchised from Tricare when they become Medicare- 
eligible . Theoretically, Medicare-eligible retirees and their spouses 
could still be treated in military treatment facilities (MTFs) on a 
"space-available” basis. But, the truth is that MTF space available 
care will evaporate as enrollments in Tricare Prime grow and regional 
provider networks reach their full program capacity. 

THE "MEDICARE SUBVENTION" IMPERATIVE 

For some time, TROA and The Military Coalition - a consortium of 27 
military and veteran organizations, representing 3.75 million 
members of the uniformed services {active, reserve and retired) plus 
their families and survivors - have advocated implementation of a 
reimbursement concept called "Medicare Subvention". Subvention 
means the Health Care Financing Administration (HCFA) would 
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reimburse DoD for care provided to Medicare-eligible beneficiaries in 
military treatment facilities (MTFs). From a fiscal viewpoint, 

eabvention will save money both for the government and 
the taxpayers. Equally important, it will preserve military 
medical readiness, and keep faith with military 
beneficiaries who accepted repeated government promises 
of lifetime health care in retnrn for their decades of career 
military service. 

Fiscal Consideration s 

In the past. Medicare has reaped an apparent windfall for every 
Medicare-eligible beneficiary treated in an MTF. DoD provided over 
$1 billion in "space available" care in MTFs in 1994 to about 230,000 
Medicare-eligible military retirees. Thus, DoD has been subsidizing 
the Medicare Trust Fund, even though these beneficiaries have paid 
payroll taxes to the Hospital Insurance (HI) Fund all through their 
years of government employment. Not surprisingly, HCFA has been 
concerned that should subvention be authorized. Medicare outlays 
would immediately increase. 

In reality. Medicare costs are going to increase even more if 
subvention is not authorized. The fact is that Tricare Prime will turn 
thousands of Medicare-eligible retirees away from military health 
care and force them to use Medicare in the private sector. This is 
already happening as military bases and MTFs are closed or 
downsized. The trend will only accelerate as Tricare is implemented 
across the country. By the end of 1997, DoD will treat only a tiny 
fraction of the Medicare-eligible retirees they see today. 

Subvention is a cost-effective alternative for addressing 
this phenomenon. DoD acknowledges that, if subvention is 
authorized, its medical budget could be decreased by an amount 
corresponding to the reimbursement received from Medicare. Last 
year, when the Senate and the House Armed Service Committees 
favorably reported subvention in their inputs to national health care 
reform, the Congressional Budget Office acknowledged this fact. Thus, 
enactment of subvention would be cost-neutral even under a worst- 
case scenario. That is, the increase in Medicare expenditures could be 
offset by a corresponding decrease in the DoD budget. 

Subvention Ultimately Saves Money fsi the Governme nt 

However, the more likely scenario is that subvention would reduce 
the cost to the government, because DoD-provided health care would 
cost Medicare less than the same care provided in the private sector. 

To illustrate, a Medicare/military treatment facility pilot project. 
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conducted at U.S. Naval Hospital, San Diego, between November 1988 
and March 1990, demonstrated that the potential savings for HCFA 
are significant. Under this project, the Navy contracted with two 
private Medicare-certified physicians to perform inpatient and 
outpatient services at the military hospital for a negotiated fee. HCFA 
authorized the waiver of the Medicare co-payment and the Naval 
Hospital provided the facility at no cost to Medicare. Over the test 
period, 75 coronary artery bypass grafts were performed in the Naval 
Hospital at a conservatively estimated savings of $17,000 per 
procedure, generating a total savings of $1.3 million. 

When such savings are possible, it is clear that maximum use should 
be made of MTFs. This is further supported by a 1990 GAO Study 
directed by the House Armed Services Committee. That report 
(GAO/HRD 90-131) concluded that DoD would reap substantial savings 
by adding staff and equipment at military hospitals to treat more 
patients rather than paying for their care under CHAMPUS. 

Based on a review of six hospitals, GAO estimated savings ranging 
from $18 million to $21 million in CHAMPUS funds. If Medicare- 
eligible beneficiaries were included, the savings to the Government 
would be substantially greater. Such potential savings were further 
substantiated in DoD’s "Section 733 Study of the Military Medical Care 
System" released in May 1994, which found that care could be 
delivered 10 to 24 percent less expensively in military treatment 
facilities. Thus, if MTF commanders were provided the wherewithal 
to compete with Medicare providers, they could expand the capability 
of their facilities, clinically challenge their providers, and better meet 
the needs of all DoD beneficiaries — all while saving Medicare money. 

It seems to us, if necessary, this Committee could lock-in 
these savings by stipulating in the law that the HCFA 
reimbursement to DoD will not exceed 95 percent of the 
amount Medicare would pay to a civilian Medicare HMO. 

All the evidence clearly demonstrates that the current statutory 
constraints inhibit the system from operating at maximum efficiency. 
Such restrictions inhibit DoD's and HCFA's ability to cooperate in 
reducing government cost. It forces each into penny-wise and 
pound-foolish decisions that myopically subordinate the government 
interests to parochial budgetary considerations. Thus, DoD budget 
constraints force exclusion of Medicare-eligible retirees, even though 
that exclusion will increase overall costs to the government. At this 
Juncture, DoD has developed legislation, pending OMB clearance, 
which will permit MHSS facilities to receive Medicare reimbursement 
so they can compete with civilian sector Medicare "At Risk" HMOs. 
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We believe that subvention would facilitate maximiim use of federal 
medical facilities and at the same time reduce the Governments 
outlays for health care . 

Ret ent i on And Readiness Concern s 

While the cost issue is extremely significant, there is yet another 
reason why exclusion of retired personnel from the military health 
care system undermines the government's long-term interests. That 
reason is that such actions undermine the very purpose of the 
Department of Defense — to ensure the Nation's military forces are 
prepared and ready to defend the National interest, by force if 
necessary. 

A crucial aspect of this issue is personnel readiness, which is totally 
dependent on sustaining strong incentives for high quality personnel 
to continue to serve full military careers comprising 20 to 30 years of 
arduous service and sacrifice. Well-documented historical "offers of 
lifetime health care benefits" were one of the primary incentives that 
induced many current retired members to serve military careers that 
often spanned two or three wars. Now, they are understandably 
shaken at the prospect of being foreclosed from any access to the 
military health care system. Finding themselves left with no 
coverage but Medicare — at a time when the government seems bent 
on drastic reductions in Medicare benefits — many are 
understandably bitter at being treated as if their decades of service 
and all of the government's past promises have no value. Such 
sentiments bode extremely ill for long-term retention and readiness. 

Any employer dependent on internal promotion for its mid-level and 
senior management must keep the promises it makes to its 
employees. Such credibility is doubly important when the employer 
is the United States government, and the employees are military 
members whose conditions of service include extended family 
separations, forfeiture of many personal liberties and repeated 
hazards to life and limb. To induce members to serve 20 or 30 years 
under such conditions, the government must offer — and has offered 
— an exceptionally attractive benefits package. The prospect now 
is that, after the members have been induced to serve, and 
after they have attained an age when their medical benefits 
have assumed major importance in their lives, they are to 
be closed out of the military health care system and left 
with no employer provided health benefits at all. Just 
Medicare. 
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Mr. Chairman, General Motors subsidizes supplemental health care for 
its Medicare-eligible retired employees. The Federal government 
provides supplemental coverage to Medicare under the Federal 
Employees Health Benefits Program to every Federal civilian 
employee. Supplemental coverage is provided to Medicare-eligible 
retired Members of Congress and their families. Supplemental 
coverage is provided to retired Congressional staffers and their 
families. Yet, implementation of the Tricare system under current 
law denies any such "employer-provided" health care benefits to 
those 65 and older who fought their country's battles — or to the 
survivors of those who died in the Nation’s defense while believing 
that the government would keep its promises in this matter. 

The treatment of today’s retirees will not be lost on today's active 
duty military members. Unless Congressional and Government 
leaders meet their commitments and responsibilities for today’s 
retirees, military commanders’ retention promises to the current 
force will ring hollow. The incentives to endure the well-known 
sacrifices inherent in a military career will be significantly 
diminished, and retention and readiness will inevitably suffer. 

There is one final, but critical readiness consideration which deserves 
comment. Ensuring Medicare-ellgibles access to the military 
health care system will also help ensure we maintain a 
military medical force that will be prepared for any 
operational contingency. To be prepared to accomplish DoD’s 
wartime and contingency missions, medical personnel must be 
recruited, trained and retained. Their retention is contingent on 
professional advancement which means they must see and treat a 
wide range of patients and with a broad spectrum of medical 
problems. Medicare-eligible retirees provide that clinical experience. 
By having well-trained, quality physicians and allied health care 
providers, the medical community is better able to respond to any 
military contingency operation or wartime deployment which this 
nation may face in this very unstable world. Military deployments to 
Haiti, Somalia and Bosnia are excellent examples of how treating a 
wide range of clinical conditions prepares military medical personnel 
for military contingencies. 

TROA'S POSITION 

Mr. Chairman, the Nation has an obligation to do better. It has an 
obligation not only to those who have already served, but also to 
those who are now serving, and to the current and future generations 
of Americans who require a strong national defense to preserve them 
from the continuing threats of a dangerous world. This is a matter 
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not only of keeping promises and doing the right thing by those who 
have served; it is a matter of acting in the national interest. 

TROA is convinced that military medical readiness will suffer if 
Medicare-eligible retirees and their spouses are denied access to care 
in the military health system. The system must attract, train and 
retain physicians and other health care personnel if it is going to be a 
capable and viable national resource for the defense of this great 
country. Medicare subvention will provide that institutional 
foundation which is needed to meet any contingency operation and 
will insure that military retirees will have the freedom of choice in 
health care they have earned and deserve. 

Unless dramatic changes are forthcoming, Medicare-eligibles' access 
to health care providers will be so restricted as to deny them access 
to care when they increasingly need it. The use of Medicare "risk 
contracts" to provide health care services on a capitated basis, as now 
used by HCFA, has great potential, if similar risks were assumed by 
DoD. The bottom line is that subvention will save money for 
everyone — Medicare, DoD, patients and taxpayers. We, therefore, 
strongly recommend that this committee favorably report 
the subvention provisions contained in H.R. 580, which was 
introduced by Representative Joel Hefley (R-CO) on January 
19, 1995. 

CLOSING 

Mr. Chairman, thank you for allowing us the opportunity to 
present the views of The Retired Officers Association on this 
very important issue. Any questions that you or any other 
members of the Committee might have can be referred to us 
at the National Headquarters. 
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February 6, 1995 


Mr. Phillip D. Moseley 
ChicforStalT 

Committee on Ways and Means 
U S House of Representatives 
1 102 Longworth House Office Building 
Washington DC 205 1 5 

Dear Mr. Moseley: 

Written Testimony for February 6, 1995, Committee on Ways an^hfeans healing 
regarding growth in Medicare. 

For the last 1 3 plus years, I have been the Chief Financial Officer of the largest brnne 
cate provider in Central Pennsylvania, i have seen and experienced first hand the significant 
expansion of home care services and the ccMTcsponding benefit to the community we serve. 

Skilled home health services have become an integral part of our nations health care 
delivery system. Home health agencies have allowed the DRG payment system to work for 
hospitals as patients have been discharged earlier to the less expensive alternative of home care 
services. We, as a nation, have benefited greatly by the expansion of home care services that 
allows chronic and acute core patients to complete tlieir lecoveiy at home. 

As wc explore the perceived problems, let us not be hasty to undo the success of the past 
The Advisory released by the Committee on Ways and Means suggests in the background that 
program growth "may represent significant fraud and abuse.” It is clear that a small percentage 
of home care providers do undoubtedly act in a fraudulent way. It is also clear that the present 
home health reimbursement system is such that fraudulent providers are hard to identify and 
even harder to prosecute. 

The current system not only allows two provider to get paid different prices for the same 
service but allows providers to get varying nuti^r of visits paid for an equal situation. 

The answer is not copayments or coinsurances. The answer is a total overhaul of the 
payment system to include incentives for providers to provide cost-effective quality care. 

1 would encourage the Congress to put away the Band-Aids and perform iIk suigeiy that 
is necessary. It is time to develop a fair and reasonable prospective payment ^stem that will 
control costs, benefit providers uid meet the needs of the millions of Americans needing home 
care services. 


Sincerely, 

Steven Richard 
Chief Financial Officer 
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